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TOOLS FOR GENERATI NG | DEAS
BRAI NSTORM NG

Brainstornming is a sinple tool for generating ideas for solving
probl ens and for creating new products and services. 1In a
brai nstorm ng session, the participants share their ideas as they
think of them so that each person has the opportunity to build on the
i deas of others.

Four Key Rul es

The discipline of brainstornming is nmaintained by four basic rules.
However, the informality of the process generates an at nosphere of
freedom These rules are:

no evaluation (no initial judgnments of ideas)

encourage wld ideas

hitchhike -- build on the ideas of others

strive for quantity

How to Brai nstorm

The group | eader presents the problemfor which i deas are sought. The
wor di ng shoul d encourage specific, tangible ideas, not abstract ideas
or opinions. The | eader nmakes sure the participants understand the
problem the objective of the brainstormng session and the process to
be foll owed.

There are three main nethods of brainstorm ng. Many others have been
desi gned, but are usually variations or conbinations of these:

1. Free Weeling
2.  Round Robin
3. Slip Method

Free Weel i ng

Group nmenbers call out their ideas spontaneously

The scribe records the ideas as they are suggested

Round Robi n

The Ieader or scri be asks each nenber, in turn,
for an idea.

Menbers may pass on any round.

The session continues until all nenbers have passed
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during the round.

| deas are recorded as in free wheeling.

Slip Method

The | eader asks the nmenbers to wite down their ideas
on small slips of paper or index cards.

The ideas are then collected and organi zed.
DEFI NI NG AND ANALYZI NG A TASK
Force Field Analysis

The Force Field Analysis is a way of hel ping the teamthink

t hrough reasons why it nay be difficult to nake a change or to
achi eve a goal

and what to do about it. It canbe done by the whole group or by a
subgroup such as a work team

Descri be the desired change or goal. Wite the change
description at the top of a flip chart.

2. Divide the rest of the flip chart page into two col ums.
Label one colum driving forces and the other columm
restraining forces.

3. Explain that driving forces are the anticipated benefits and
advant ages of the change, plus any other reasons to make the
change. Restraining forces are the shortcom ngs and
di sadvant ages of the change, difficulties in nmaking the
change, and anything inhibiting the change.

4. Brainstormto identify driving and restraining forces.
Record themin the appropriate colum of the flip chart.

5. Judge the intensity of the forces. Use a 1-5 scale, with 1
being a weak force and 5 being a strong force.

6. Devel op strategies for increasing the driving forces and
decreasing the restraining forces.



SAMPLE

Probl em St at enent :
Successful |y changi ng how we
respond to custoners

Driving Forces

Qur supervisor wants us to do this

e
5

Custoners need our service faster

{—’—’73 >

Rest rai ni ng Forces



It is expensive

<t

It takes tine







1. Oientation to Local Governnent in the United States

A The Federal System What is it, and where does |ocal governnent
fit?

According to the principles of federalism powers and responsibilities
are divided between the central governnment on the one hand, and state
and | ocal governnents on the other. |In the US., strongly influenced
by the events surrounding col onialismand the War of |ndependence from
Great Britain, this dual system evolved out of a desire to

si mul t aneously preserve national unity, regional independence and

di versity, and individual freedons.

The strength of these major political units relative to each other
changes continuously over time, but the basic structure remains the
same. These |levels of government can be defined as follows.

Federal (National) Governnent

The national government gets its authority fromthe U S. Constitution
and its amendnents, which are based on two fundanental principles:

> popul ar sovereignty, the doctrine that governnent is created
by and subject to the will of the people; and

> limted governnent, in which the government has only the
authority and responsibility specifically delegated to it.

The Constitution divides responsibilities anong three branches of
government: Legislative, Executive, and Judicial. (Their functions
and powers are shown in Exhibit 1.) For exanple, in the Legislative
Branch, citizens fromeach state el ect representatives to Congress to
make | aws affecting the whole country.



Exhi bit 1: Branches and Powers of the U S. Federal Governnent

Branch of Body i n whom
gover nnment powers are Primary responsibilities
I nvest ed
Legi sl ative Congr ess Make | aws
(Senate and House Levy and col |l ect taxes
of Make financial appropriations
Represent ati ves)
Executi ve Presi dent and | mpl ement | aws
Vi ce President Appoint officials
Serve as Commander -i n- Chi ef of arned
forces

Exercise sone power over |egislation
Act as diplomatic representative

Judi ci al Suprene Court and Try cases
| ower courts Assi gn sent ences
establ i shed by Determine rights according to | aw or
Congr ess equity

To keep any one branch of the central government from becom ng too
powerful, the Constitution incorporates a system of checks and
bal ances. These are illustrated in Exhibit 2.

Federal revenues nostly cone fromtaxes of various types. Exhibit 3a
shows the mmj or sources of all federal revenues; Exhibit 3b breaks
down the category of "Taxes - 53% into nore specific types of

nati onal taxes.

The federal governnent uses its inconme to pay for such itens as

nati onal defense, agriculture prograns, environnmental regulation and
protection, public health services, interstate highway construction,
and federal prisons, anong many others. Exhibit 4 illustrates
expenditure categories in a recent U S. federal budget.

St ate Gover nnent

State governnents often are structured to mirror the organi zation of

t he national governnent. For exanple, the states also have a
constitution specifying duties and authority, and clarifying the
separation of powers. The state Executive Branch consists of a
governor and lieutenant governor. In the Legislative Branch, the
state legislature also called the General Assenbly has a Senate and
House of Representatives, whose nenbers are elected by citizens
according to the county or voting district in which they live. The

| egi slature enacts | aws establishing statew de prograns, assesses and
collects state taxes, and decides how to appropriate revenues. The
state Judicial Branch consists of a state-operated General Court of
Justice, with three divisions: Appellate Division (consists of the
state Suprene Court and Court of Appeals), the Superior Court Division
(which handl es nost trials involving a jury), and the District Court
Division (handles civil actions and m sdeneanors).



In practice, the states are responsible for central administration of
statewi de public services such as hi ghways, prisons, courts, nental
hospitals, and (in sone states) schools. Various departnents and
agenci es set standards and distribute funds allocated through the

state budget. In North Carolina, some of these departnents are:
> Agriculture > I nsurance
> Conmrer ce > Mat ernal and Child Health
> Corrections (prisons) > Public Instruction
> Envi ronnment, Heal t h, (educati on)
and Nat ur al > Solid Waste Managenent
Resour ces > Transportation.

The states may receive sonme federal funds for their prograns, and they
must conply with mninumfederal |aws and standards, such as those
governi ng the environnment, worker safety, or public health. Each
state is free to organize its own government, subject only to the
basi c guarantees of liberty provided by the federal Constitution.
States are assuned to have all authority not expressly given to the
nati onal governnent.

The states’ nost inportant own sources of revenue are personal and
corporate incone taxes, sales taxes, and various other fees and taxes
(see Exhibit 5, which also illustrates expenditures).



Local Governnent (counties and runicipalities)

Each of the 50 states has divided responsibility for all governnental
activities under its control between the state governnment and its

| ocal units of governnent: counties, townships, cities and towns,
special districts, and authorities. The pattern of responsibility nmay
differ fromstate to state, but the state and one or nore units of

| ocal governnent are responsible for the major governnental activities
required in every comunity.

By far the two main types of |ocal governnent in the U S. are the
county and the nmunicipality.

Counti es are geographi c subdivisions of the state (Exhibit 6 is a
map of North Carolina and its 100 counties). Historically, they
were al so seen as subdivisions of state governnent, created to
hel p admi ni ster state functions. Thus, county officials provided
courts, registered deeds, cared for the poor, naintained roads,
and sonetinmes collected state taxes.

Muni ci palities, on the other hand, are separately incorporated
urban areas. They were originally established at the request of
urban residents, and concentrated on providing property-rel ated
urban services such as police and fire protection, water and
sewer services, street maintenance, electricity, and so on.

In recent years this picture has changed sonme, primarily because much
residential growh has occurred outside nunicipal boundaries. County
governnments have been forced to provide municipal services such as

wat er and sewer, fire protection, and recreation. Mreover, the
notion of what governnmental services are needed by all state residents
has broadened, neaning that some nunicipal functions hospitals,
libraries, solid waste di sposal have becone increasingly the

responsi bility of county governnents.

Local governments receive their authority fromthe state governnent.
For example, in North Carolina, both cities and counties gain their
exi stence and their authority to act to provide services, to regul ate
activities, and to raise revenues fromthe state General Assenbly.

1. County Governance

The board of county conm ssioners is the general governing body of the
county. Boards of comm ssioners vary in size, termof office, and
manner of election. For nost counties, the structure of the board of
comm ssioners is prescribed by one or nore acts of the General
Assenbly that apply only to that county. Al county conmi ssioners are
el ected by the people in partisan elections; the chairman of the board
of comm ssioners usually is selected by the board itself rather than
by the voters. Mst of North Carolina' s counties also enploy a
manager to supervise all county departnents as the board s chi ef

adm ni strative officer.

Exhibit 7 shows the typical organization of a county government.



Exhi bit 6: Map of North Carolina and Its 100 Counties
2. Cty CGovernance

A city’s governing board, or city council, holds ultinmate authority to
act for the city. It decides what services the city will provide and
at what level. It establishes the city’'s fiscal policy by adopting

t he annual budget, and it levies the city’'s taxes. It adopts the
city’s ordinances and makes deci sions on various administrative
matters. The structure of each city’'s governing board is nornally set
out in the city's charter, a |local act of the General Assenbly that
serves as a sort of "constitution" for the city.

The office of mayor is viewed as the chief political office in city
government. Al though many large cities in the U S have a "strong
mayor" system under which the mayor is charged with actually running
city government, this arrangenent is not found in North Carolina' s
cities. Instead, nost larger cities have a council-manager form of
gover nment, under which the governing board appoints a city manager
and charges that person with appointing all other enpl oyees and
operating the city, under the board’ s supervision. |In these cities,
the mayor’s formal powers are likely to be presiding at city council
meetings, voting to break ties at the neetings (and at no other tine),
si gni ng docunments on behalf of the city, and serving as the city’'s
official representative at cerenonial functions. A professional
manager is too expensive for smaller towns, so the great majority of
the state’s small towns operate under the mayor-council plan, under
which all departnment heads report directly to the council; the mayor
may serve as de facto chief admnistrator.

Exhi bit 8 shows several types of rmunicipal governing structures and
the characteristics of cities that are likely to adopt them

Exhibit 9 illustrates how a city governnment m ght be organi zed.

10



Exhi bit 8: Patterns of Governnent in U S. Structured Cties
Speci al
Districts
Council/ Strong
Mayor Weak Conmi ssi o
Manager May or n
Gener al
Pur pose Schoo
Nunber of Many Few Most Few Many Many
cities
under
25, 000 pop.
with this
type of
gover niment
Nunber of Most Many Few Few Many Many
cities over
25,000 with
this type
of
gover niment
Who makes  Council Council Council Counci | Boar d Boar d,
pol i cy of 5-15 of 12-60 of 12-60 of 5 appoi nt ed nost
(approves menbers, nenbers, nenbers, nenbers, by city el ect ed,
budget , Wi th uniform uniform elected council; a few
enact s staggere terns, ternmns, at large sone are appointe
| aws, d terns, elected elected appoi nted d by
nmoni tors el ected by by by mayor
guality of at large district district; gover nor
servi ces) ; mayor separate of state
heads head of
council counci
VWho handl es Appoi nte Mayor Mayor has Each Executi ve Superi nt
adm ni strat d has aut hority council appoi nt ed endent
i on manager authorit to menber is by board appointe
(carries Wi th y to appoi nt/r responsib d by
out policy, authorit appoint/ enove le for board
suggest s y to remove  enpl oyees one
changes in appoint/ enployee , except departmnen
policy) renove S some t
enpl oyee officials
S are
el ected
or
appoi nt ed
by
counci |
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Type of
city nost
likely to
have this
f or m of
gover nnment

Cities

i nt er est
ed in

hi gh
cost -
benefit
ratio

Lar gest
cities
(over
1.5
mllion
peopl e);
politica
I
advant ag
eis
primary
concern

Ei t her
very

| arge or
very
smal |
cities;
political
advant age
is

pri mary
concern
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Cities

t hat have
suf fered
a
catastrop
he and
require
mer gi ng
of policy
and
adm ni str
ation

Cities Al
t hat have cities
a (require

specific d by
problem state
affecting | aw)
either a

part of a

city or

nore than

one city



B. Functions of County and Munici pal Covernnments: \Wat are
responsibilities and expenditures?

Functi ons and Expenditures of County Governnent

Counties are mandated to provide sone services, other services are
optional, and still others may be shared w th munici pal governnents.
Exhi bit 10 shows sone services that typically are provided only by
county governnents.

Exhi bit 10: County Governnment Responsibilities

Area of O ficials and Services
Responsi bility

Sheri ff serves as
county’s chief |aw
enforcenent officer and
mai ntai ns the county
jail

Law enf or cenment:

Recor d- keepi ng: O fice of the Register
of Deeds mmintains | egal
records of all property
transacti ons and of
marriages, births, and
deat hs

Courts: County provides
courtroons (the state
pays sal ari es and
operati ng expenses)

School board or other
authority operates
public school s and
community colleges (in
NC, the education system
is operated as a joint
undert aki ng by the
state, the | ocal board
of education, and the
board of county
conmi ssi oners)

Educati on

Public health
servi ces:

Heal th departnents
of fer:

| rmuni zati ons

Sani tati on and

i nspecti ons

Publ i ¢ heal th nursing
and dentistry

School health
Nutrition

13

Heal t h educati on

Cinics

Rodent and insect contro
Vital statistics

Enmer gency nedi ca

servi ces



Ment al heal t h: Ment al heal th board
over sees services
related to nental
heal t h, nent al
retardation, and
subst ance abuse (jointly
with the state)

Soci al services: Soci al services board
assi sts people with | ow
i ncones and ot her soci al
probl ens: paynents to
needy famlies, food
assi stance, protective
services, foster care
and adoptions, famly
pl anni ng, assi stance
with heating bills

Agricul ture: Agricul tural extension
service offers programns
in: agricultura
production, marketing,
educati on; hone
econom cs; comunity
resour ce devel oprent

El ecti ons: Board of El ections
regi sters voters
according to state |aw,
adm ni sters all federal
state, and | ocal
el ections

In addition to these mandat ed services, many counties elect to provide
ot her prograns and services for county residents. As noted earlier,
some of these service areas overlap those covered by nunicipalities.
For exanple, counties may participate financially in the devel opnent
of water and sewer systens in urban fringe areas to ensure that |ater
devel opnment occurs in an orderly fashion. Most counties al so provide
solid waste collection and di sposal services, either directly or

t hrough regul ated private conpanies. A county may al so contract with
vol unteer fire organi zations to provide protection to areas outside
cities; finance the construction and mai ntenance of a county hospital;
operate or regul ate an anbul ance and rescue service; or operate a
parks and recreation system

Sonme other facilities that counties nmay oversee or share with
munici palities are airports, libraries, art galleries and museuns,
arnories, and ani mal shelters.

Exhibit 11 illustrates how North Carolina county expenditures were
al located in 1992-93.

Functions and Expendi tures of Muinici pal Gover nment
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Muni ci palities generally have a great deal of discretion about which
functions they provide. 1In North Carolina, there is no | aw that
requires a nunicipality to performany function whatsoever. In this
respect, cities do differ fromcounties, which are required to perform
or provide local financing of several functions particularly health,
education, and welfare. In general, however, the larger the city, the
nore services are provided by the nunicipal government. Exhibit 12
shows the main functions provided by nunicipal governnents in the
United States, and Exhibit 13 illustrates how North Carolina cities
apportioned spendi ng on functions such as these in 1991-92.

Exhibit 12: Muni ci pal
Gover nnent
Responsi bi |
ities

Public safety: Pol i ce services
Fire protection

Public enterprises: Water and sewer services
El ectricity and gas services
Solid waste collection and di sposal
Public transportation
Airports
Par ki ng
Ceneteries
Audi toriunms, coliseuns, and convention centers

Streets: Street and sidewal k mai nt enance
Street lighting
Traffic control

Transportation: Buses
Q her public transit

Lei sure and cul ture: Parks and recreation
Li braries
Cul tural affairs (museuns, festivals, etc.)

Housi ng and devel oprent : Publ i ¢ housi ng
Econoni c devel opnent
Energency shelters
Shelters for the honel ess

Regul ati on: Land use regul ation
Resi denti al subdi vision controls
Bui | di ng code regul ation
Hi storic preservation

Educati on: Pri mary school s
Secondary school s

Heal t h: Hospital s
Public health services

Vel fare: Publ i c assi stance

15



Rationale for the Division of Responsibilities Anong
Federal, State, and Local Governnents

As many of these exanples indicate, the delineation of
responsibilities anong these units of governnent is not rigid.
States provide sonme funding and establish policies for many
prograns (e.g., education, public health) that are inplemented at
the I ocal level. Local governnments offer public assistance for
the needy, often within prograns sponsored by the state or
federal governnment. The federal government supplies matching
funds for |ocal urban renewal projects or state highway
construction. Further, public outcry for either |ess or nore
governnmental intervention changes the roles of these political
units over tine.

Nevert hel ess, despite overlap in nmany areas, the rationale behind
the broad division of responsibilities remains the sanme. The
federal government is granted responsibility for securing

i ndividual rights and liberties that the Constitution guarantees
to all Anericans (e.g., voting rights, equal enploynent
opportunity, legal services); defending U S. interests and
conducting foreign relations in the world community; and
pronoting econom c growmh and regulating interstate conmerce (the
stabilization function). States oversee prograns and
expenditures that affect all citizens of the state or should be
di stributed equitably statew de, such as roads and hi ghways,
public health prograns, rules governing public schools, and
environmental regulations. Local governments are assunmed to know
their own residents’ needs the best, and therefore to be nost
suited to providing direct services, such as police and fire
protection, street and sidewal k mai nt enance, recreational
facilities, and clinics.

C Fi nanci ng: How are | ocal governnents financed?

Local governnents have sone discretion in which revenue sources
to use and how nuch reliance to place on each. Exhibit 14 shows
t he sources and proportions of revenues for |ocal governnents in
North Carolina. Nationally, the single |largest source directly
under local control is the property tax. Transfers fromstate
governnment, which include shared taxes as well as grants, total
about 30% of |ocal governnent budgets. Current charges, which
include license fees, direct user charges, and charges for
utility services, account for about 13% conbi ned.

Because many | ocal capital projects require |arge investnents
beyond what is available fromthese current revenue sources (nore
about current and capital budgets appears in Section V), |ocal
governnents in the U S. can borrowto pay for them Virtually
all noney borrowed for capital projects cones directly fromthe
private capital market through the issuance of bonds. Although

16



they are called "nunicipal bonds,” they may al so be i ssued by
county governnents, school districts, or special-purpose
authorities (see Section I11.C).
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The sections that follow explain nore about three revenue sources
in particular: property and sal es taxes; user fees; and mnuni ci pal
bonds.

Local Taxes
1. Property Taxes

Property taxes supply a large portion of revenues for |ocal
governnments. Not only is this tax the primary source of
educational financing (generally at |east 80% of school district
own revenues), but in 1991-92 it al so rai sed approximately 22% of
state and | ocal own-source revenues, and 48% of |ocal own-source
revenues.

The property tax is levied against real property (Iland,

bui | di ngs), personal property (business inventories and

equi pnent, autonobiles), and the property of public service
conpanies (electric power, tel ephone, railroad, airline, and
certain other conpanies).

Al t hough obvi ously the procedures, personnel, and record systens
for this type of taxation are nmuch nore conplicated than can be
t hor oughl y expl ai ned here, the basic process is as follows.

> The | ocal governnment determ nes the anount of tax
revenue to be raised, called the |evy.

> Tax assessors develop a fair procedure for estimating
the value of all property. The assessnment can be based
on construction or replacenent costs; on the val ue of
the property if it were available on the |ocal market;
or, for incone-producing real property (apartnents,
forest land, retail property), on the resulting net
income. The sumof the property values for the
jurisdiction mnus any exenpted property is the tax
base.

> The formula for setting the tax rate is determ ned
based on the anpbunt of revenues needed. Reduced to its
nost sinplistic fornmula: tax revenue = tax rate t ax
base.

> Property owners are notified of their tax liability and
are given a specified tinme in which to pay. Mbst
jurisdictions that |evy property taxes offer certain
exenptions (e.g., for the elderly or |owincone
famlies); they also allow taxpayers to appeal an
assessnment decision if the rate seens unjustified.

18



> If the tax is not paid, particularly for an extended
peri od, the usual enforcenent procedure is to sell the
property and pay the tax fromthe proceeds of the sale.

> The governnent periodically reassesses real property,
usual Iy around every 7 to 8 years.

The property tax is useful because of the | arge anmounts of
revenue it can raise, and because of the autonony it affords

| ocal governnments in evaluating and neeting revenue needs.
Critics argue, however, that the tax is an unreliable nmeasure of
an individual’s or a household s wealth, and that these tax
revenues often finance services whose benefits are only casually
associ ated with property ownership.

2. Sal es Taxes

A sales tax is an add-on to the econom c cost of a good (food,
appl i ances, office supplies, etc.) or a service (e.qg.,
accounting, managenent consulting, |egal counsel). State and
| ocal sales taxes cone in two versions:

> CGeneral sales taxes are levied on sales of goods and
services at the retail level. Thus, any consunmer who
makes a purchase pays an additional percentage to the
seller to cover the sales tax.

> Sel ective sal es taxes are inposed on specific itens
usual | y gasoline, alcohol, and tobacco. (Taxes on
these last two itens are frequently referred to as "sin
taxes.") Revenues fromthese sales taxes are often
tied to expenditures for specific and rel ated benefits;
for exanple, gasoline taxes to pay for highway
construction, or cigarette taxes to pay for public
heal th prograns.

The sales tax is a cornerstone of the state-local revenue system
invirtually every state and region, although there are regional
differences in the usage of the tax. Nationally, state sales
taxes range from about 3% to 8% averagi ng about 5% States
usual Iy establish and collect the sales tax, such that general
sal es taxes enter the state’'s coffers as general revenues. Many
| ocal governments in the U S. also have the authority to |evy
sonme type of sales tax, however. North Carolina allows counties
the option of raising revenues by a "local-option retail sales
and use tax" added on to the state sales tax of 2 cents on the
dollar. The state sets the rate, collects the proceeds al ong
with its owmn sales tax (4 cents per dollar), subtracts its
collection costs, and returns the remainder to the county where
it was collected.

19



Whether to levy the local-option sales tax is solely a county
deci sion, although all North Carolina counties now | evy the
additional tax. Once the state has credited allocations fromthe
taxes to each county area, the proceeds are distributed anong the
county and ot her governnental units within it according to a
specific formula. Counties may spend proceeds fromtheir share
for any public purpose they are authorized to undertake, although
voters nust approve sone comunity devel opnent expenditures, and
some of the proceeds nust be set aside for education.

The successful operation of the sales tax depends on three
adm nistrative areas: registration of vendors, tax collection,
and auditing and conpli ance.

First, the sales tax requires that all vendors register with the
state governnent. For the purposes of registration, a vendor is
any business or individual who sells tangible property. Since a
list of vendors is essential to sales tax collection, the state
government seeks to keep the list as conprehensive and up-to-date
as possi bl e.

Second, vendors serve as tax collectors. Businesses coll ect

t axes on each sale and, in turn, make regular paynents to the
state and the | ocal governnments. The state and the | ocal
governnments structure the paynent schedule to mnimze the tine
that the tax revenues stay in the vendor’s hands.

The | ast conponent, auditing and conpliance, holds the sales tax
systemtogether. Tax evasion can be m nimzed when the state

i npl enments conput er-assi sted auditing techni ques; keeps the sales
tax base as conprehensive as possible (i.e., mnimzes sales tax
exenptions); enploys trained auditing staff; and inposes stiff
penal ti es for evasion.

Despite sonme questions regarding equity and efficiency, state and
| ocal sales taxes remain popular with practitioners and the
public, because of:

ease of adm nistration
reliabl e revenue production
relative invisibility (the tax is a small anount
col |l ected on nost purchases), such that payers sel dom
object as they do with property taxes

> possi bl e |i nkages between taxi ng and spendi ng.

User Charges
Revenues from user charges finance nunerous |ocal government
functions, in whole or in part. "User charges" neans charges to

those who voluntarily receive or use certain governnenta
services or facilities.
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Many user-charge revenues are placed in a general fund and are
avai l abl e to support any general fund activity or program
Charges for recreation and cultural activities, anbul ance
services, ceneteries, and even solid waste collection are
budgeted in the general fund in nost cities. User charges for

t hese and nost general fund services typically cover only a snal
portion i.e., from5%to roughly a quarter of the cost of

provi ding the service.

Sonme activities supported by user charges are set up and operated
as public enterprises. A public enterprise is an activity of a
commercial nature that could be provided by the public sector.
Most public enterprises are self-supporting or predom nantly so.
North Carolina cities may operate public enterprises for water
supply and distribution, sewer collection and disposal, electric
power generation and distribution, gas production and

di stribution, solid waste collection and di sposal, public
transportation, off-street parking, airports, and cable

tel evi si on.

User charges are feasible for any service that directly benefits
i ndi vi dual users, is divisible into service units, and can be
collected at a reasonable cost. For exanple, garbage collection
provides a direct benefit to all users (their garbage is
renoved), the service is divisible into units (so nmany containers
enptied at each residence), and the individual users can be
charged for each container serviced. To take another exanple,
golfers on a city golf course receive a benefit or service that
is primarily individual, and therefore cities typically charge
thema fee equal to or alnost equal to the cost for their use of
the course. Public transportation presents a sonewhat different
case. The users of public transit directly benefit fromthis
service, and therefore they pay part of the public transit cost
generated by their use. But those who drive their own cars al so
benefit fromthe systemthey have less traffic to contend with
because the bus riders have left their cars at hone.

Consequently, cities require the users of public transit systens
to pay part of the cost generated by their use, and the taxpayers
pay the rest.

User charges also allocate limted services and resources
efficiently. For exanple, free water, financed by general taxes,
tends to be wasted. But when people are charged for water, they
use it nore economcally.

Cities also often inpose user charges for services that are used
a great deal by nonresidents. For exanple, airports, parking
facilities, cultural facilities, coliseuns, and convention
centers are often used by people fromoutside the city as well as
by residents. The city cannot tax these outside users, but it
can levy charges on themto recoup its cost for providing the
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services that directly and individually benefit them
Capi tal Finance: Minicipal Bonds

Muni ci pal bonds are interest-bearing certificates of

i ndebt edness, or "I QUs" usually for |ong-termdebt that |ocal
governnments may issue. They are used to provi de permanent
financing for the acquisition, construction, or major renovation
of capital assets. They are not to be sold in order to neet
current operating expenses. The municipal bond market in the

U S. is quite devel oped and sophisticated. In brief, bonds work
i ke this:

> The | ocal government (or school district, special
district, or statutory authority see bel ow) determ nes
that the area needs a project or facility that is too
| arge or expensive to be paid for easily out of current
revenues.

> Oficials decide whether the project wll:

(a) be used by diverse popul ati on groups, serve an
overall econom c or social purpose, pronote the
tax base, or serve sone other |ocal benefit
(exanpl es: parks, streets, schools, libraries); or

(b) be a special-purpose facility that has a definable
user base and that is likely to generate a stream
of revenue fromuser charges or the sale of a
project-related product (exanples: sewer and water
systens, airports, industrial parks, hospitals).

> Based on the choice of (a) or (b) above, the governnent
deci des whether it will need an issue of either general
obl i gati on bonds or revenue bonds.

(a) GCeneral obligation bonds are backed by the general
taxing authority of the borrow ng governnent, and
therefore are said to be issued with the "ful
faith and credit” of the issuer standing behind
them Because the borrowed noney will be repaid
with tax dollars, voters usually nmust approve this
type of bond issue in a referendum

(b) Revenue bonds are nore restricted and are backed
by a specified revenue source in nost cases, the
user fees that the new capital investnment wll
generate. Since revenue bonds have limted
backi ng, the issuer generally has to pay a higher
interest rate than for simlar general obligation
bonds. They often can be issued w thout prior

22



voter approval. Revenue debt is used only when a
charge is appropriate and a project’s revenues are
sufficiently large and predictable to neet al

debt service requirenents.

Oficials thoroughly assess the econom c condition of
the area (i.e., ability to repay the debt), weigh the
costs of the project against the benefits, and anal yze
all possible ways of funding the project to nmake sure
t hey are choosing the nost desirable financing schene.

| f a bond issue appears appropriate, the issuer secures
the services of consulting specialists, such as a
consul ting engi neer, financial advisor, and/or bond
counsel. Using this expertise can save an issuer noney
by reducing the project cost, interest costs, and other
expenses such as preparation of official docunents.
(North Carolina has a state agency that supports this
function.)

For general obligation bonds, the issuer canpaigns to
devel op public approval for the project, and arranges
to have the question placed on a ballot for voters to
consider. If the plan is voted down, the project nust
be del ayed, scrapped, or funded by other neans. |If
voters approve the project, the governnment can nove to
t he next step in planning.

Wth the financial advisor’s help, the issuer decides
how t he bond i ssue should be structured for instance,
when the certificates will mature (i.e., the date when
the principal is due to be paid to the investor), what
denomi nations to use (usually $5,000 amounts), etc.

A security agreenment is drafted stating such points as
how t he bond proceeds and any revenues fromthe
finished project will be used.

The issuer decides whether to sell the revenue debt
conpetitively (nost states require conpetitive bids for
general obligation debt) or by negotiated sal e.

(a) A conpetitive sale allows underwiters to bid
agai nst each other to purchase the debt, usually
resulting in a lower interest rate or a higher
price for the bonds. (An underwiter is a conpany
or person who buys bonds fromthe issuer in order
to resell themto investors. Underwiters’
profits come fromselling the bonds at a sonewhat
hi gher price than they paid for them)
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(b) In a negotiated sale, the issuer works with an
underwiter to determne the structure, timng
and price of debt that the underwiter wll
purchase. This type of sale is undertaken when
conpl ex transactions, uncertain security, or
unusual size or purpose is involved.

> The issuer or underwiter then markets the bonds.
Several major tasks are involved:

- Prepare the documents needed to sell the bond
i ssue

- Qotain a bond rating (see bel ow)

- Choose a selling date

- Advertise bonds and accept bids.

> The overwhel mng majority of tax-exenpt bonds are
bought by commerci al banks, individuals, and casualty
i nsurance conpanies. Oher hol ders are businesses,
ot her governnments, savings and | oan associ ati ons,
mut ual savi ngs banks, government pension funds,
brokers, and dealers. The issuer imedi ately receives
t he proceeds when the bond issue is sold.

> Muni ci pal bonds traditionally are issued so that they
do not all mature on the sane date. This helps the
i ssuer spread out debt service and stay within the
financial requirenents. Thus, a certain nunber of
bonds fall due each year from say, 1 to 20 years from
their date of issue.

Interest generally is paid to investors twice a year.
The |l ast interest paynent is nmade on the sane day the
principal is due to the investor. Usually a bank
serves as the issuer’s agent for making the interest
and principal paynents.

There are several additional aspects of nunicipal bond financing
that deserve nmention. First, nost nunicipal bond issues are
rated by one of several rating agencies, which exam ne both the
project to be financed and the debt managenent capacity of the

| ocal governnment. The rating is basically a summary score that
reflects the likelihood that the | ocal government wll repay the
bond on schedule. The rating determnes the interest rate that
the |l ocal government will have to pay when the bond is issued.
The rating al so determ nes the value of any given bond if it is
sold in the secondary bond market a value that can go up or down
depending on the conpetition fromother forns of investnent
avai l abl e at the tine.

Second, nost states place sone type of debt ceiling on |ocal
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governnment borrowing, in ternms of either the total anmount of debt
or the debt service that can be paid annually. North Carolina

has approached this issue differently. Instead of having a debt
ceiling, the state created a separate agency the Local Governnent
Conmi ssion to supervise all local borrowing within the state.

Thi s agency nust first approve each bond issue and then help the
| ocal government sell the issue. This high degree of supervision
has given the North Carolina | ocal governments very high credit
ratings.

Local governnments wi thout good credit ratings can al so purchase
i nsurance to guarantee repaynent, which, in turn, raises the
bond rating. In this case, the insurance conpany becones the
backer of the bond issue.

Muni ci pal bonds in the U S. have one great advantage in that the
interest earned on themis exenpt fromfederal incone taxes. 1In
addition, the interest that the buyers earn is al so exenpt from
state incone taxes in the state where the bond is issued. This
tax exenption is, in effect, a subsidy fromfederal and state
governments to raise capital financing cheaply. As a result,
muni ci pal bonds carry interest rates bel ow comrerci al market
rates, reflecting the tax exenption.

In the early part of this century, state and | ocal governnents
began to create new debt-issuing entities called authorities and
special districts. Sonetines they were forned to admi nister a
geographi c area that enconpassed or crossed several political
boundari es; sonetines they were fornmed in order to adm ni ster and
rai se noney for a single project whose purpose and use was not
necessarily limted to one state, county, or city. Two prom nent
early authorities were the Port Authority of New York and New
Jersey and the Triborough Bridge and Tunnel Authority. The debt
i ssues of such authorities are exenpt fromfederal taxes and are
backed by conservative bond covenants and anple reserve funds.

Today, authorities and special districts of all kinds are found
across the country. The nmgjority of states, for exanple, have
housi ng authorities, and special district bonds are comonly
issued to finance water, sewer, and utility services where user
charges are involved. Bond-issuing authorities have been created
to finance and construct an increasing variety of public
projects: transportation facilities, including roads, airports,
docking facilities, and nmass transit systens; sports arenas and
convention centers; and resource recovery systens, educational
facilities, and hospitals.

D. Budgeting: What is a budget, and howis it used?
Definition and Uses

In its sinplest form a budget is a docunent or a collection of
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docunents that refer to the financial condition of an

organi zation (famly, corporation, governnent), including

i nformati on on revenues, expenditures, activities, and purposes
or goals. In contrast to an accounting bal ance sheet, which
refers to past conditions, a budget refers to expected future
revenues, expenditures, and acconplishnents.

The | egal status of the budget docunment is not consistent from
one political jurisdiction to another. |In the U S. federal
governnment, the budget is greatly limted in status. It is the
of ficial recommendation of the President to the Congress, but it
is not the official document under which the governnent operates.
I nstead, the official operating budget of the U S. consists of
several docunents nanely, appropriations acts. In contrast,

| ocal budgets proposed by mayors, city managers, or county
managers nmay beconme the official working budgets as adopted in
their entirety by the respective governing councils.

Sonetinmes there may be a series of budget docunents instead of
one budget for any given governnment. These may incl ude:

> an operating budget, which funds routine operating
expenditures. Typically in the US., by law, state and
| ocal governnents cannot incur deficits in their
current operating budgets. That is, they nust bal ance
the current operating budget each year.

> a capital budget, which covers mgjor new construction
projects. The capital budget funds expenditures on
facilities and equi pnent that have a long life and that
wi |l generate benefits over several years (e.g., a
wast ewater treatnment plant). Such capital expenditures
usually require borrowi ng and then repaying the debt
over a period of years, because the investnment anounts
tend to be | arge.

> speci al fund budgets, which cover progranms that are
funded by specific revenue sources (e.g., gasoline and
tire sales taxes finance hi ghway prograns; user fees
for fishing Iicenses fund restocking of streans).

Gover nnent budgets have several inportant uses, as described
bel ow.

> To describe the status of an organi zati on agency,
mnistry, entire governnent, or any or organi zational
unit. The docunment nay descri be what the organization
purchases, what it does, and what its specific
acconpl i shnents are.

> To expl ain causal relationshi ps between purchases of
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| abor and materials on the one hand, and particul ar
results on the other.

> To state the preferences of decision makers about how
resources will be allocated anong different agencies,
activities, or acconplishnents.

> To set the legal limts on what a government nmay do
with regard to revenues and expenditures.

> To provide an opportunity for city officials to review
and eval uate prograns and activities, giving a broad
perspective of city prograns and decisions that nust be
made during the year.

> To i npl enent policy changes by revising, reducing, or
addi ng prograns.

> To assist with managenent by assigning appropriations
to departnents and specifying what the departnents
shoul d produce in exchange that is, helping to set
goal s and obj ecti ves.

Budgets in U.S. Cties

An annual operating budget in U S city functions as a pl anning
docunent, a managenent docunent, and a control docunment. The
budget serves as a planni ng docunent by relating expenditures to
the goals adopted in a strategic plan and relating revenue
efforts to a policy devel oped by local officials. As a
managenent docunent the budget is used to neasure performance by
I i nking spending level to inputs (nunber of buses) and outputs
(popul ation served). The budget as a control docunent nonitors
the financial condition throughout the period.

Cities in the U S. have annual operating budgets, special fund
budgets and capital inprovenent budgets. The special fund
budgets are contai ned budgets for a specific purpose such as a
federal grant for a bridge project. Capital inprovenent budgets
are budgets for nulti-year (in terns of both conpletion and use)
projects such as building construction. Capital inprovenent
budgets nust be considered in annual operating budgets because of
t he i mpact on operation and mai nt enance and debt service. Wen
the capital inprovenent budget builds a new school, the operating
budget nust take into account the salaries and supplies to
operate the school and the repaynent of |oans used to build the
school . The di scussion below relates to annual operating
budget s.

Budget as a Pl anni ng Docunent
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Many cities in the U S follow a budget cycle led by a central
budget office or in smaller cities, the city manager’s office.
The budget office or city manager’s office prepares instructions
for the departnments or operating agencies of the city. The
instructions state the city’s service goals and revenue policy
(to pay for the costs of service). The departnments or agencies
are given instructions to devel op expenditure projections and, if
appropriate, revenue estimates that relate to the goals and to
define input and output neasures that can be used throughout the
i npl enenting period to nonitor progress against the goals. The
agencies are given a deadline to conplete their budgets and
submt themto the budget office or city nmanager’s offi ce.
During the same period, the budget office or manager’'s office
begins work with the revenue collection offices to estinmate
revenues for the com ng year.

The budget office conpiles the departnment or agency budgets and
revenue estimtes to prepare the city’s budget. The budget

of fi ce begins the process of bal ancing the revenues and
expenditures. This requires negotiation anong the various
agenci es and the mayor and council. The negotiations are gui ded
by the service goals and revenue policy as well as the political
climate for the elected officials. The approved budget bal anci ng
revenues and expenditures is published, usually in summary form
in local newspapers and submtted to public hearings. Citizens
can obtain copies of the full budget. GCitizen input is often
focused on particul ar agency budgets (such as the education
departnent) or on particular progranms (such as neal s-on-wheel s
funding for the elderly). Notice of hearings is also published
in local newspapers. Local public advocacy groups nay notify
menbers to ask themto attend the hearings. [In nost cities,
citizens do not vote approval on the budget. Their control is

t hrough the hearings and el ection of |ocal officials. Once the
el ected local officials have approved the budget, the budget is
i npl emented. The budget is not submtted to state or federal
governnent for approval. The nost inportant |egal requirement is
that the revenues and expenditures bal ance.
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Sanpl e Budget Calendar for City Government in the U S

Jan

Feb

May

Jun

Jul

Prelim nary revenue estimates

Budget cal endar set

Budget manual including instructions on
performance measures, staffing and service |evel
changes and an approach for bal anci ng t he budget
is approved by Cty Council and Gty Manager

Wor ksessions held to i ssue budget manual and

gui delines for department heads

Operating departnents prepare budget request with
supporting performnce data

Budget O fice anal yzes revenue fees and estimates

Revi ew of operating departnents budget requests

Budget O fice reviews requests with departnent
heads to prepare a budget recommendati on for
al I ocation

Revi sions nmade to the budget proposals
Budget is bal anced according to approach defined
earlier

Cty Manager presents budget to Gty Counci
Public hearings are held after budget sunmary is
publ i shed i n newspaper

Cty Council worksessions are held

Second public hearings are held

Budget and Revenue ordi nances are adopted by Gty
Counci

Adopt ed budget finalized, printed and distributed
Year -end report on objectives of previous year
subm tted by departnents

M d- Year Report on current year objectives

subm tted by departnents

Budget O fice prepares a Md-Year Report on
operations (expenditures, revenues, and projects)
and projections for year-end

Budget O fice prepares report show ng prior year
actual, current year original budget, six nonth
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amended budget, and six nonth actual -to-date
figures

Projecting Expenditures

A city's departnents or operating agencies collect and revi ew
information that guides themin planning the service to be
delivered and the costs required to deliver the service.

Agenci es review the current |evel of service being delivered and
the inputs required. Agencies then determine the |evel of need
for the service. The nethod for needs assessnent vary greatly.
The public transit authority may determne the | evel of need by
nmoni toring the nunber of riders - enpty buses indicates that
peopl e do not want bus service. However, a survey may informthe
public transit authority that people would |ike bus service but
the routes do not match the riders’ needs. GCities have devel oped
measures for needs assessnent that can be used annually and may
conduct a nore in-depth needs assessnent for a service every five
or ten years.

Agenci es do keep cl ose account of current service |evels and
costs. These are based on actual experience, not on norns. To
proj ect expenditures, the agencies determine the service level to
be delivered in the com ng year and then calculate the costs to
deliver at that level. |If the agency is told in negotiation that
the allocation will be less, the agency nust determ ne a course
of action. The agency can decrease service |evels, can econom ze
on the costs, or return to negotiations with the argunent that

t he proposed costs are needed to deliver a service that reaches
the city's goals.

Esti mati ng Revenues

The finance departnent or revenue departnment is responsible for
preparing the city’'s revenue estimates. Budget office
instructions provide the guidelines wthin which the revenue
estimates are nade. The city’'s policy may be that property tax
rates will not be increased or that the city should increase
dependence on user fees. This should guide the revenue estinates
made. Estimating the revenues then proceeds on the basis of each
type of revenue. The departnent nust estimate the appropriate
tax base, the nunber of units taxed, and a collection
efficiency. For user fees, the departnent estinmates the nunber
of users and calculates with the per unit costs determ ned by the
departnent or operating agency.

| f the departnents or operating agenci es have proposed realistic
expendi tures and the revenue estinmates are not sufficient to neet
expenditures, the revenue departnent may propose tax or user fee
i ncreases.
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Fi nal Budget Docunent

For the city to project expenditures and estinmate revenues it
needs information on the city’s soci o-econom c condition as well
as a plan for the governnent. The final budget docunent

sunmmari zes the soci o-econom c condition, the plan for the
government and the final projections of expenditure and revenue.
The budget usually contains a nessage that outlines the policy of
the city council. In short, reviewing a U S. |ocal governnent
budget provides a picture of the city.

Budget as a Managenent Docunent

The budget cycle for the year does not end when the budget is
approved and published. The inplenentation of the budget allows
t he departnents or operating agencies, the nmanager and the city
council to manage the city’ s operations throughout the year and
results in an inproved budget the follow ng year. Since the
expenditure projections are based on projected service |levels and
costs, the agency director can nonitor how cl osely operation

mat ches projections. Many U S. cities require that the
departnment or operating agency submt performance neasures as
part of the budget instructions. The perfornmance neasures are
then used to manage i nplenentation

For exanple, sending workers to a site at the beginning of the
week and overseeing their daily work is inportant but not
adequate from a managenent perspective. Nor is sinply |ooking at
overal | expenditures of a departnent w thout asking about the
quality, cost, and equity. The city manager nmay cal cul ate that
after increasing the nunber of crews collecting garbage, the
total anmount collected has increased from4,200 tons during the
previous period to 4,800 tons the current period. Does that mean
service has really inproved? The manager nust ask the follow ng
guesti ons.

What is the cost per ton collected this period conpared to
the | ast period?

What is the quantity collected per crew this period conpared
to the |last period?

What portion of total garbage production is actually

col | ect ed?

Cities have varying | evels of sophistication of their perfornmance
managenent of the budget but all use the budget for managenent
pur poses. The agencies review the managenent performance, at

| east, at the end of the year to help project the expenditures
for the next year.

Budget as a Control Docunent
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The budget establishes key control points for the city manager.
The audit ensures that the city’s financial status is accurately
reported and that the budget inplenentation conplies with the
budget purpose. For exanple, the manager is alerted if two-
thirds of the agency budget is expended at the end of the first
gquarter or if funds are spent on unallowed itens. Using the
budget as a control document requires an accounting and audit
systemthat supplies regular reports to managers. The audit

est abl i shes that funds are spent to acconplish the purposes
defined in the budget therefore, an agency director can not spend
funds on a housing project unless that housing project was
approved in the budget process.

Audit standards are set by the federal governnment and are
conduct ed by independent organizations. Audits types are pre and
post-audit and internal and external audits. As inplied by the
name, internal audits are conducted by staff within the agency
and external audits are conducted by outside organizations; pre-
audit reviews the transaction before it occurs and post-audit
reviews the transaction after it occurs.

Changes i n Budgeting Phil osophies

Recently, particularly at the local |evel, a novenent has been
under way in the U S. to change the way budgets are prepared and
adm ni st er ed.

The major problemw th the traditional systemis that it focuses
an extraordinary anount of tinme and attention on dozens of
specific line itens. People who prepare the budgets are forced
to state exactly what they will spend public noney for, and how
much, a year or nore in advance. Governing boards then are
forced to take the nunbers they are given and make deci sions
about areas in which they may have little expertise. In the end,
t he departnents or agenci es have al nost no discretion to reduce
or increase spending based on what their "custoners"” m ght need.

The new "m ssion-driven budget systens"” instead allow departnents
or agencies to set their own priorities, and to estimte how nuch
they will need within a broad category, such as public safety or
recreation. Managers still keep track of sonme line itens for
their own purposes, but they do not have to submt every line

i tem beforehand for review and approval, and they can nove noney
around as they see fit. Departnents are expected to nmaintain the
same |level and m x of services, at a mninum Each year,
departnments are granted roughly the sanme funding as the previous
year, with marginal increases for inflation and sal ary
adjustnments. In sone cases, departnents are allowed to keep

what ever noney they are able to save, and invest it, for exanple,
in new tools or experinental prograns. The idea is to give every
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enpl oyee an incentive to save noney; to free up resources to test
new i deas; to give nmanagers the autonony they need to respond to
changi ng circunstances; to create a predictable environnment in
whi ch managers know what their budget will be as nmuch as six
nmont hs before the fiscal year begins; to sinplify the budget
process enornously; to save thousands of dollars on auditors and
budget officers; and to free governing boards to focus on the
nost i nportant issues.
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[11. Introduction to Debt Financing

One of the main characteristics of public finance in western market
econom es is that alnost all |ocal governnents borrow for
infrastructure inprovenents. This presentation addresses the central
guestion: How can cities access this source of revenue?

In this section, the foll owi ng basic questions will be addressed: Wat
is debt?, Wy do cities borrow?, What are the types of debt?, Wiat are
t he basic concepts of debt financing?, Wwo is involved in debt

fi nanci ng?

A. VWhat is Debt?

Debt is credit financing for |local governnents. Debt is a generic
termthat applies to many types of credit financing, including |Ioans,
bonds and conmerci al paper.

Debt is noney borrowed for a specific purpose with
[ fi

with interest, within a certain tinefrane and fu
condi ti ons.

a prom se to repay
I1ing certain

Debt is a contract between the borrower (local government) and the

i nvestor (bond holder or financial institution). The basic exchange
is nmoney for a promise to repay with interest. Bond covenants and
ot her contractual instruments are enforced through the | egal system
Bond covenants specify the anmount of principal and interest to be
repaid and conditions of repaynent. Conditions of repaynent are
general ly focused on assuring bond holders that their investnent is
safe and will be repaid. Exanples of types of special conditions

i ncl ude paynment schedul es, sinking funds, coverage requirenments and
pl edges of alternative sources of revenue.

B. Wiy Do Cities Borrow?

Cties borrow for nmany reasons. Sone reasons are viewed favorably by
financial markets and others are viewed as indicators of financial
di stress.

Provi di ng Revenue

The main reason cities borrowis to provide revenue. Cities can
borrow to provide revenue for capital investnments or to provide
revenue for operating expenses. Borrowing to build capital facilities
that provides a conpleted facility in a tinmely manner is generally
seen as an appropriate use of debt. Long termdebt is used to finance
facilities and infrastructure. Capital financing also includes debt
for equipnent. This debt is short to nediumtermdebt. The issues in
this type of borrowing focus on the city s ability to repay the debt.
The financial policy that guides debt used for capital expenditures is
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that the termof the debt should not exceed the useful |ife of the
facility or equi pnment being financed.

Borrowi ng nmoney to fund operations expenses is generally considered a
sign of financial trouble, and indication that on-going revenues are
not sufficient to fund on-goi ng expenses. There is a type of
borrowi ng for operating expenses to even out cash flow (tax
anticipation notes) that is not necessarily viewed negatively, but
generally borrowing for operating revenue is a practice to avoid. The
financial policy governing this type of debt is that current revenues
shoul d be sufficient to fund current expenses. Another financial
policy affecting debt for operations is that the city will establish
reserves sufficient to cover any cash flow probl ens or energencies.
No short termdebt for operations is generally a sign that these
policies are being followed.

Mat chi ng Cost and Benefit Over Tine

Anot her reason cities borrow noney is to better match costs and
benefits of facilities over tinme. Capital facilities have a useful
life of several years. |If facilities are financed with cash, present
day users bear the full burden of the cost, even though future users
share in the benefits. Using debt nmeans that those who benefit from
the facility will also help pay for it. Future users pay future
costs.

The criteria used to judge the credit worthiness of this reason for
borrowing is the termof the financing conpared to the useful life of
the facility. As long as the debt repaynent does not |ast |onger than
the facility can be used, debt is considered a good financial

strategy.

Lever agi ng Resources

Debt is also a way to | everage resources, to nmake a | ocal investnent
an incentive for other investnents. Various governnents, devel opnent
banks and other institutions have nonies that require | ocal comm tnent
or matching funds. |If a city is willing and able to finance part of
the capital project through debt, other funders may be nore willing to
al so participate in the financing. Sometinmes one source of capital is
not sufficient to fully finance a capital project. Using debt allows
consortia to fund projects. Debt is also used to | everage private
contributions or donations. The city announces that it will fund a
certain percentage of a new capital facility if the private sector
will raise the remaining anount. In these ways, cities can use debt
to | everage ot her resources.

Local Autonony

Anot her inportant reason cities use debt is to encourage | ocal
autonony. If cities can raise their own capital, they are not
dependent on transfers fromthe central governnent or grants that cone
with regul ations and special conditions. Cities can then plan capital
i mprovenents based on need and affordability at the l[ocal |evel.
Cities that can pay off debt with their own revenues can negoti ate
ternms for their debt that nake sense based on | ocal conditions.
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Strengt hening | ocal autonony requires cities to develop their capacity
to finance operations and capital expenses fromtheir own revenues.
Debt can facilitate | ocal financing of capital projects.

Fi nanci al Di sci pline

Anot her benefit to using debt is that it inposes a certain financial
discipline on a city. Creditworthiness of a city is judged on nmany
criteria, including inproving econom c conditions, political

stability, the willingness to raise own source revenues, the effective
managenent of city operations and the practice of sound financial
managenent. All of these criteria have other benefits for the city as
well. Cities will sonetinmes change poor practices or inprove
conditions to make it easier and cheaper to borrow noney. Sonetines
people will do sonething to inprove the city s bond rating that they
woul d not do otherwise. |In this way, issuing debt can encourage
financi al discipline and good nanagenent.

C Types of Debt

There are many types of debt, including bonds, |oans and short term
securities. Debt is described by its termas well. Short term debt
usual |y neans debt repaid in |l ess than a year, but no nore than about
three years. Short termdebt is often used to fund operations.

Medi um term debt usually has a termof 5-10 years. Mediumterm debt
is often used to finance capital equipment. Long term debt usually
has a termof 20-25 years and is used to finance capital facilities
and infrastructure.

Bonds

Muni ci pal bonds are interest-bearing certificates of indebtedness for
long termdebt that |ocal governments issue. They are used to provide
per manent financing for the acquisition, construction or major
renovation of capital assets. They are not sold to cover operating
expenses. There are two types of municipal bonds: General Obligation
(G O) bonds and Revenue bonds.

A. Ceneral (bligation bonds are backed by the general taxing
authority of the borrowi ng governnent, and therefore are said to be
issued with the full faith and credit of the issuer standing behind
them Because the borrowed noney will be repaid with tax dollars,
voter usually nust approve this type of bond issue in a referendum

CGeneral obligation debt is typically issued to finance public
infrastructure benefitting all residents of a city, such as parks,
streets, schools and public buildings.

In the United States, the npbst inportant potential revenue source is
property taxes, and the general obligation bond includes a promse to
| evy what ever taxes are necessary on property within the city to repay
the debt. This strong security nmakes these bonds | ess risky than
revenge bonds, and therefore usually marketable at a | ower interest
rate than revenue bonds.
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Because repaynent of general obligation debt can affect all residents,
nost U S. states have laws |limting the amount of general obligation
debt a city can issue (usually a percentage of assessed val ue of
property within the city limts). |In addition, cities also adopt
policies for debt managenent that inpose linmits on the anount of debt
they will issue.

B. Revenue bonds are backed by a specified revenue source---in
nost cases, the user fees that the new capital investnent will
generate. Since revenue bonds have |imted backing, the issuer
generally has to pay a higher interest rate that for simlar General
bl igation bonds. Revenue bonds can frequently be issued without
voter approval. Revenue debt is used only when a charge is
appropriate and a project s revenues are sufficiently |arge and
predictable to neet all debt service requirenents.

Revenue bonds are typically issued to finance capital investnents that
have a definable group of users, and/or that will generate a specific
and identifiable revenue stream Exanples include airports, water
treatnent plants, toll roads and bridges, convention centers, parking
garages and other fee-generating facilities. |If the facility or other
desi gnat ed revenue source does not generate the projected revenues to
retire the debt, the city is not legally required to use other revenue
sources to pay the bond holders. This nakes these bonds nore risky

t han general obligation bonds.

In the US., revenue bonds typically include covenants requiring the

i ssuer to set fees and charges at an adequate |evel to pay the debt
service, limting the city s right to incur additional debt and

provi sions for establishing reserves to pay the debt if cash fl ow does
not mneet projections.

Tax increnent bonds are special kinds of revenue bonds, often used to
fi nance regional inprovenents that are projected to increase
commercial activity and property values. A base year revenue anpunt
is established, and subsequent increases in revenues fromsales tax
and/or property tax are pledged to repay the debt. Typical project
are new i nterchanges on maj or hi ghways or new access roads to open up
areas for developnment. Tax increnment financing can also be used to
redevel op deteriorated downtown busi ness areas.

Speci al district bonds are payable fromrevenue of special districts,
guasi -muni ci pal entities often organi zed to provide urban services
out si de muni ci pal boundaries. Special districts are often created by
devel opers as a vehicle for providing infrastructure to newy
devel opi ng land. The taxes or charges that repay the bonds are paid
by residents or businesses who subsequently occupy the | and.

Speci al assessnent district bonds are bonds supported by revenues
generated in specific areas of a city that the city council has
determined will receive a particular benefit from some inprovenent,
such as a new road or a water or sewer line. The property owners
specifically benefitting fromthe inprovenent are charged a speci al
assessment to cover the cost of the inprovenment. The city may borrow
noney for the inprovenent, pledging the revenue fromthe special
assessnents to repay the debt.
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There are two ways bonds are sold: conpetitive sale and negoti ated
sale. In npost states in the United States, General Obligation bonds
must be sold by conpetitive sale. For Revenue bonds, the issuing
| ocal governnent usually has a choice in the way the bonds are sold.

A. A conpetitive sale allows underwiters to bid against each
other to purchase the debt, usually resulting in a |lower interest rate
or higher price for the bonds. (An underwiter is a conpany or person
who buys bonds fromthe issuer and resells themto investors.
Underwiter s profits come formselling the bonds at a sonewhat higher
price than they paid for them)

B. In a negotiated sale, the issuer works with an underwiter to
determ ne the structure, tining, and price of debt that the
underwiter will purchase. This type of sale is undertaken when

conpl ex transactions, uncertain security, or unusual size or purpose
is involved.

Muni ci pal bond issues are rated by one of several independent rating
agenci es, which exanine both the project to be financed and the debt
managenent capacity of the |ocal government. The rating is basically

a summary score that reflects the likelihood that the bonds will be
repaid on schedule. The rating determines the interest rate that the
| ocal governnent will have to pay when the bond is issued. The rating

al so deternines the value of any given bond if it is sold in the
secondary bond market (the nmarket that buys the bond fromthe
underwiters)--a value that can go up or down depending on the
conpetition formother forns of investnment available at the tine.

Local governments can al so purchase insurance to guarantee repaynent,
which, in turn, raises the bond rating. In this case, the insurance
conpany becones the backer of the bond issue.

Interest on nunicipal bonds in the United States is exenpt from
federal inconme taxes. Cenerally, this interest is also exenpt from
state income taxes in the state where the bond is issued. These
exenptions are subsidies fromthe state and federal governnents to
rai se capital financing for |ocal governnents. As a result, nunicipa
bonds carry interest rates bel ow commercial market rates, reflecting
the tax exenption

Loans

Anot her type of debt available to cities is a loan. Cties as
muni ci pal corporations can borrow noney directly froma bank. Like
consuner or conmercial loans, this type of debt is set at a certain
interest rate and repaynent schedul e.

Anot her type of | oan can involve a governnental revolving fund. For
cities that cannot access the private capital narket at reasonable
rates, states sonetinmes set up revolving |loan funds. The state may
use its credit rating to sell bonds to capitalize the fund, or nay
transfer existing revenue to the fund to provide the initial capital
Cities can then borrow funds fromthe loan at a certain interest rate
and with a specific repaynent schedule. These revolving funds
generally finance only certain types of infrastructure and are nost

40



often used by smaller comunities or comunities that cannot sel
bonds directly.

The current experience in Eastern Europe and the forner Soviet Union
show five main types of credit available to city governnents today,
four of which are | oans:

1. Short termloans at market rates from comercial banks
2 Mediumterm |l oans at market rates from commercial banks
3. Mediumtermloans at narket rates fromcity banks
4

Medi umterm | oans at subsidized rated from State Environnent al
Funds

5. Local governnent bonds for short and medi umterm peri ods.

Most of the borrowi ng that has taken place so far in Eastern Europe

has fallen into the first two categories and the fourth category, al

| oans. There is very little borrowing from special purpose mnunici pal
banks and very little use of nunicipal bonds.

Short Term Securities

Conmerci al paper is an instrunment of indebtedness that is issued for
medi umterm debt, usually to finance capital equipnent or to provide
interimfinancing for capital facilities and infrastructure. Types of
commerci al paper include Certificates of Cbligation (C. O s),
Certificates of Participation (C. O P. s) and Notes.

Notes are also used to bridge the gap between when expenses occur and
when revenue is available. Such notes include Tax Antici pati on Notes,
Revenue Antici pation Notes, Tax Exenpt Commercial Paper and Gener al
ol igation Notes. These notes are issued in anticipation of revenues
(either tax revenue alone or all general revenues) and are payabl e out
of those receipts.

These short term securities have broadened the types of nunici pal
securities in response to nore rapid changes in interest rates.

D. Manageri al and Fi nancial Practices to Enhance Security of Debt

The Anerican rnuni ci pal bond market is characterized by a high degree
of confort by investors that they will be paid interest and principa
inatinmely fashion over long periods of tine: a remarkable financial
"handshake" between many different types of subsoverei gn governnenta
units (and nonprofit health, educational, and cultural institutions)
and private investors. This high degree of confort is achieved by an
entire municipal credit culture that has growmn in its fundanental
soundness and reliability over tinme as its capital requirenments have
multiplied. No single elenment accounts for the sound nunicipal credit
culture that has developed in the U S. Rather, a web of interacting
systens and practices has evolved to provide the confort that citizens
and investors (often the sanme people) require.

Per haps the nost fundanentally inportant elements in a sound runi ci pal
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credit systemare the managerial and financial practices and systens
adhered to by subsovereign borrowers and issuers thensel ves. These
i ncl ude:

Efficient and effective public financial nanagenent practices
such as:

careful budgeting and accounting for public revenues as they
are collected, invested and spent;

conservative investment practices for both cash and the
proceeds of borrowi ng, practices which place the safety of
princi pal paranount over all other considerations, including
i nvestnent yield; and

the use of third-party auditing to provide an independent
post hoc review of financial accounts and nanageri al
practices of subsoverei gn governnental bodies.

Ful | disclosure of financial and other information necessary for
| enders and investors to make informed buying and selling

deci sions (and for voters to be able to hold officials
accountable for their actions);

The careful preparation of capital projects, including such
practices as:

feasibility analysis, including the use of widely respected
out si de consul tants capabl e of naki ng i ndependent judgnents
regardi ng revenue projections, constructions costs, and

ot her pivotal project characteristics; and

use of "life-cycle costing" and sinilar techniques that
encourage the evaluation of the full range of proven
technol ogi es, so that affordability can be designed into an
infrastructure systemfromthe start of its devel opnent;

The devel opnent of broad community consensus behi nd
i nfrastructure projects and their operation, using such
t echni ques as:

capital budgeting with 3-year, 5-year, or even |onger
"rolling" tinme franes

publicly disclosed capital investnment plans (ClPs);

public service consumer information, education and feedback
t echni ques designed to keep public service providers as
custoner-oriented as possible; and

public referenda, depending on state | aws regardi ng the
aut hori zati on of debt requiring the use of a full faith and
credit (general obligation) pledge.
The American nunicipal credit market system has evol ved through a | ong
and idiosyncratic history, sone of which has little relevance to the
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current South African situation. However, there were two periods in
the past 75 years when investors and | enders |ost confidence (or it
was widely feared that they would | ose confidence) in the historic
safety of municipal |oans and bonds. For both periods, the speed and
severity with which they occurred is sinilar to the constriction in
South African nunicipal credit access resulting fromthe pending and
actual changes in the political system Therefore, we think it is
useful to exam ne how Anerican market confidence was restored in each
i nst ance.

The first of these investor confidence crises occurred during the
Great Depression, beginning in 1929. As the Depression deepened and
spread, municipal defaults on outstanding debt began to occur. In
order to restore direct |ender and bond i nvestor confidence in the
muni ci pal credit market and to ensure the continued delivery of vita
muni ci pal services a nunber of states responded to nunicipal failures
by toughening existing regulatory regines or installing entirely new
regul atory systenms. Conponents of these regulatory systens often

i ncl uded:

accounting and/or auditing standards;
debt limts and/or debt review or approval systens; and
budgetary format, disclosure and public revi ew standards.

The resulting state regul atory systens overseeing | ocal governnent
systens whi ch have been changed and refined over tinme since the

Depr essi on now show a renmarkably diverse range of characteristics. For
exanpl e, the North Carolina systemincludes a substantial amount of
assi stance in the devel opnent and sal e of bond issues along with the
regul atory oversight. (For this and a variety of other reasons, North
Carolina boasts 20% of all the AAA-rated nunicipalities in the
nation.) Prospective nunicipal budget reviewis included as a key
feature in New Jersey’s system and one of the objectives of this
reviewis to ensure that adequate provisions for service of al

out st andi ng and pl anned debt in every municipal budget. Minicipal debt
limts are commonly used state regulatory devices in the U S., but
these limts vary widely in design and effectiveness.

E. Principles in Debt Financing

Sone basic principles in debt financing are explained in the foll ow ng
section.

Under st andi ng present val ue
This section will introduce the theory behind present val ue anal ysis,
which is sonetines useful in deciding which of several possible
financing structures is the nobst cost-effective.
i. The val ue of noney varies with tine
The val ue of noney depends on when it is to be received, or spent. A

dol | ar expected soon is worth nore than a dollar to be received in the
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di stant future. |f you have a dollar today, you can invest it, and it
will be worth nore than a dollar in the future. Accordingly,
financi al managers discount cash to be received in the future: it is
worth |l ess than cash in hand today.

Simlarly, a dollar spent today costs nore than a dollar spent in the
future. You can invest |less than a dollar today, and let it earn
enough interest to pay a dollar in the future. Therefore, as with
future revenues, future cash expenditures are di scounted.

Ef fecti vely, such expenditures cost |ess than cash that nust be spent
t oday.

O all of the techniques used in financial analysis, none is nore
i mportant than di scounted cash flow anal ysis.

ii. Present val ue

Suppose you are offered the alternative of receiving either $100 at
the end of 5 years or $74.73 today. Suppose there is no question that
the noney would be paid in five years (perhaps it is a U S. government
obligation). |If you have no current need for the $74.73, you m ght
deposit it in a bank account that pays interest. Assune that the rea
interest rate over the entire 5 year period would be 6% per year
conmpounded annually. This 6% rate determ nes your opportunity cost,
i.e. the interest you could make on an equal risk investnment. It
happens that $74.73 would grow to equal $100 in 5 years, at 6%
compounded annual ly. Therefore, the two choices are equival ent.

If, on the other hand, sonmeone offered you $80 today or $100 in five
years, you should take the $80. $80 is worth nore than $74.73 (the
di scounted val ue of the $100 to be received 5 years fromnow).?

If you were offered $70 today or $100 in the future, you should wait
for the $100. $70 is worth less than the $74.73 that represents the
di scounted val ue of the future $100.°?

In summary, the present value of a future sumis the anmount you woul d
need to invest today to growto that future sum In other words, the
present value of a sumdue in the future is the amount which, if on
hand today and invested at the opportunity cost rate, would grow to
equal the future sum

In our example, the 6% interest rate is also the discount rate: the
rate at which future cash flows should be discounted to determ ne
their present value. Discounting is the reverse of conpoundi ng.
Applying a 6% di scount rate, $100 to be received in 5 years is worth
only $74.73, discounted to its present val ue.

Looki ng at future values gives the sane result: in five years, $80 will have grown
to $107.06, nore than the $100 you woul d get under the alternative.

Looking at the future value confirnms this: $70 invested

at a conpound annual rate of 6% w |l be worth only $93.68, |ess than
the $100 alternative.
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iii. Net present val ue

Cal cul ati ng net present value ("NPV') is straightforward: each cash
flow (both receipts and expenditures) caused by a project is

di scounted to its present value. These present val ues are sunmed,
giving the net present value of the project.

Net present value analysis allows you to conpare the real cost of
various cash flows. Wiich is worth nore, $100 per year for 10 years
or $200 per year for five years? By discounting both cash flows to
their net present value, using a 6% discount rate, we find that the
former is worth $736.01, while the latter is worth $842.47. This
confirms our earlier observation that noney received earlier is worth
nore than noney received | ater

iv. Application to municipal projects

Exanpl e 1: Suppose a city is trying to decide whether to buy a
$100, 000 road grader with its own funds or to finance it, for exanple
by a | ease-purchase arrangenent. The present val ue cost of buying the
grader outright is $100,000: this cost is not discounted because it
needs to be paid today.

The NPV cost of the financing alternative is calculated by discounting
each paynent to its present value, and addi ng these together.

Principal and interest are treated alike: they are both cash outfl ows.
In the exanple bel ow, we have used an 8% di scount rate -- this is what
we assune the city could earn on its noney if it invested it in a safe
i nvest ment .

Present Val ue

P &I paynent, end of year 1: $40, 000

$37,037.04
P &I paynent, end of year 2: 40, 000

34, 293.55
P & | paynent, end of year 3: 40, 000

31, 753. 29
NPV Cost : $103, 083. 88

In current dollars, it is over $3,000 nore expensive to finance the
grader than to buy it outright. Therefore, in this exanple, _if the
city has the noney, it should buy the grader with its own funds rather
than finance it. |If the city is in a cash bind, and doesn’t have the
$100, 000, NPV analysis is not hel pful.

Exanpl e 2: Now suppose everything else is the sane, except that the
city could earn 10%on its investnments, so that 10% becones the

di scount rate:

Present Val ue

P & | payment, end of year 1: $40, 000
$36, 336. 34
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P &I paynent, end of year 2: 40, 000

33, 057. 85
P &I paynent, end of year 3: 40, 000

30, 052. 59
NPV Cost : $99, 446, 78

Wth this assunption it is over $500 | ess expensive to finance the
grader than to buy it outright. CGCobviously, NPV analysis is sensitive
to the assunptions one nmakes about a di scount rate.

In general, if the true interest cost (including all issuance costs)
is less than the expected rate of return on investnents, the Gty
shoul d finance. |In the exanples above, the true interest cost is
9.7% Therefore, if you expect that the Gty can earn nore than 9. 7%
on investnents, the Cty should finance the purchase. |f you expect
the City would earn | ess than 9. 7% on investnments, the Cty should pay
with its own funds, if it has the cash avail abl e.

R sk vs. Return

I nvestors buy, hold and sell nunicipal bonds and other investnents in
order to earn returns on them They have a choice of investment
opportunities, both donestically and abroad. Wthin the spectrum of
financial assets, why do sone peopl e buy cormon stocks instead of safely
depositing their noney in an U. S. governnent-insured savi ngs account ? The
answer, surely, is that they are trying to earn returns |arger than those
avail abl e fromsuch safer (and | ower yiel ding) assets as savi nhgs accounts
and U. S. Treasury bills. They know they will be taking a greater risk of
| osing sone of their nobney by buying comon stocks, but they expect to
earn a greater return. Investors would like returns to be as large as
possi bl e: however, this objective is subject to constraints, prinarily
risk. There are different types and therefore different definitions, of

risk. W will define risk as the chance that the actual return on an
investment will be different fromits expected return. W can say that
the nomnal return on a U.S. Treasury bill has no practical risk because

there i s no reasonabl e chance that the US government will fail to redeem
the obligations as they mature in 13 or 26 weeks. On the other hand,
there is sone risk, however small, that even established conpani es such
as |IBM or General Electric will be unable to redeem an issue of 30-yr
bonds when they nature. And there is a very substantial risk of not
realizing the expected return on any particul ar comon stock over sone
hol di ng peri od.

There are a nunber of different types of risks investors consider:

i, interest rate risk

Al so known as "market risk," this is the risk that the actual return on
a munici pal bond or other investnent will be less than anticipated due
to changes in the overall market |evel of interest rates. Such changes
af fect securities inversely. That is, other things being equal, prices
of nmuni ci pal bonds and ot her securities nove inversely to interest rates.
Interest rate risk affects bonds nore directly than conmon stocks, and
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is a major risk faced by all bondhol ders.

Regardl ess of the nominal rate of interest indicated on the face of a
nmuni ci pal bond, the secondary market (i.e. resale market) adjusts the
selling price of the bond so that the effective rate of interest to the
purchaser renmins conparable to other issues of sinmilar term and risk
| evel . The market does this through discounts and prem uns. For
exanple: a 17 year bond issued two years ago should yield a purchaser
approximtely the sane interest as a 15 year bond issued today. | f
today’'s narket interest are |ower, the secondary nmarket will price the
two year old 17 year bond at a premium so that the yield to the
purchaser will be roughly the sane. If today’'s interest rates are
higher, it would be difficult or inpossible to sell the two year old bond
at face value, so the seller will offer a discount off the face value to
attract a purchaser.?

ii. inflation risk

A factor affecting all securities is purchasing power risk, or the chance
that the purchasing power of invested currency wll decline. Wth
uncertain inflation, the real return involves risk even if the nom na
return is safe (for exanple with a U S. Treasury bond). This is related
to interest rate risk since interest rates generally rise as inflation
i ncreases because lenders demand additional inflation premuns to
conpensate for the | oss of purchasi ng power.

For a Russian nunicipal debt issue, inflation risk will be a serious
concern of potential investors. Unless inflation risk is limted,
i nvestors will be reluctant to buy |ong-termnunicipal bonds. There are
two basic ways of limting this type of risk. First, the loan can be
denomi nated in a stable currency, such as Deutsche Marks, Japanese Yen

or US. dollars. If this is an international |oan, the | ender will nost
likely make this a requirenent. To further nmitigate the risk of |ocal
currency devaluation and the resulting foreign exchange risk, the
muni ci pal governnent can be required to nmake paynents under a fixed
exchange rate, with all the fluctuations to be absorbed by the nationa

governnment. This is the way foreign exchange risk has been dealt with
when the national government of Poland has on-lent Wrld Bank funds to
Pol i sh muni ci palities.

A second way to deal with inflation is to provide that the debt service

An "original issue discount" is a simlar discount that
is structured into the terns of the original deal between the issuer
and the underwiter or lender. |f the face value of a bond is $10, 00-
0, the issuer mght sell the bond to the original purchaser for only
$9,900, i.e. at a discount of 1% Because the issuer receives |ess
than the face value of the bond, he will pay a
| ower interest cost. An "original issue premunt is a premiumthat is
part of the initial sale. For exanple, a purchaser m ght pay $10, 000
(a 1% premunm for a $10,000 bond, and receive a
hi gher interest rate. Such discounts and preniuns are sonetines used
to match the bonds to the
expectations of capital narkets.
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will be paidinlocal currency that has been adjusted for inflation. The
results are basically the same as with a hard currency denom nated i ssue.

Properly addressed, the inflation risk can be essentially elimnated from
a Russi an nuni ci pal debt issue.

iii. credit risk

This is the risk that the credit quality of the issuer nay fall. Because
of the inverse relationship between risk and return, investors are
willing to accept a lower interest rate froma highly rated i ssuer. Once

an investor has locked in to the lower interest rate, if the issuer’'s
credit rating falls, the value of his investnment on the market is
| essened.

i V. call risk

Call risk is associated with nunicipal bond issues that have early
redenption provisions. The risk to the investor is that the issuer wll
"call" (i.e. redeemprior to final nmaturity) a bond. The investor is
paid interest to date, and sonetines a call prem um but does not have
the benefit of the anticipated return to maturity. If an investor
purchases a 10 year bond with 10 percent interest, but market rates fall
to 9 percent, the issuer is likely to call the bonds (and borrow the
noney el sewhere at the lower current interest rates). |If the investor
wants to keep his funds i nvested in nunicipal bonds, he will only be able
to get the current rate of 9 percent.

V. liquidity risk

This is the risk associated with the secondary narket in which the
muni ci pal bonds would be traded. An investnent that can be bought or
sold quickly and w thout significant price concession is considered
liquid. The nore uncertainty about the tine elenment and the price
concession, the greater the liquidity risk.

The absence of a strong secondary narket in Russia nmeans that nost
Russi an nuni ci pal bonds will be highly illiquid. This adversely affects
the val ue of the bonds, and pushes the interest rate higher.

Vi . political risk

This is the risk of political changes that can jeopardize the ability of
the borrower to repay the |l oan or affect the investor's benefit fromthe
loan. I n Russia, for exanple, Yaroslavskaya Obl ast was deni ed the status
of governnent security for its bonds. This was a policy decision on the
national level. This resulted in the loss of the tax exenption for
Yar osl avskaya bl ast bonds, which nade them less attractive for |oca
i nvestors.

Anot her exanple of political risk would involve a city which prom ses
investors that it will maintain a certain level of service charges in
order to repay the debt. Such service charges would typically be the
mai n source of revenue for repaying nmoney borrowed for infrastructure
projects. In nmany cases former Soviet cities do not have the right to set
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user charges thenselves. Therefore, even if the rates are initially set
at an appropriate level, the i nvestor cannot be assured that the city can
adjust the rates as and if needed to service the debt.

When funds are invested by a foreign lender, the Ilender nay seek
protection agai nst the borrower’s donestic political risk in the form of
guarantee fromthe | ender’s or borrower’s national governnent.

It is inmportant to renenber that expected return and risk go together
An i nvestor cannot reasonably expect |arger returns without being willing
to assune |larger risks. And investors will not willingly assunme nore risk
unl ess they expect to receive additional return. This neans that a
certain rate of return is required in order to induce an investor to
purchase a given security. U 'S. investors can earn a secure rate of
return by investing in essentially risk-free assets such as U S. Treasury
bills. Simlar opportunities exist in npbst nmarket economies. Conpared
to these safe i nvestnents, the bond of a Russian city carries significant
risks, and investors will expect a premiumto conpensate them for the
addi tional risk assuned. However, conpared to debt of commercial
enterprises, |ocal governnent debt may be seen as relatively risk-free.
Wil e a conmercial enterprise can cease operations and becone insol vent,
the local governnent is likely to be around for the long term and has
a vested interest in protecting its reputation and credit rating by
honoring its debts.

Local Russian investors may not have alternatives which are as secure as

U S. Treasury bonds. If other investnments available to them are |ess
ri sky than municipal bonds, nmunicipal bond interest rates will reflect
a higher risk premiumthan these other investnents. |f other investnents

are nore risky, nunicipal bonds nay be able to offer |ower interest
rates.

The amount of the risk premiumis as a function of the types and | evel
of risks involved. The followi ng graph illustrates the tradeoff between
risk and return, with the intercept being the risk-free return.

Based on financial data provided by the city, and based on their own
evaluation of the situation, potential investors wll evaluate the
i kelihood of the city making good on its promse to repay the loan. In
ot her words, they will nake the conclusion about the quality of the city
debt and the level of risk that it carries. A city whose debt is
perceived as risky will have to reward investors with a high interest
rate.

The interest rate that the nunicipal bonds nust pay to attract investors
is a function of the market place. Like the price for other things, the
price for the use of money is controlled by the principles of supply and
demand. To estimate the appropriate interest rate, it is inportant to
t hi nk about where the noney is likely to come from-- who are likely
i nvestors in these nmunici pal bonds? Who has the necessary accunul ati ons
of capital to buy the bonds? Enterprises? Individuals? Mitual funds?
Russi ans? Foreigners?

VWhat are the ot her investnment opportunities available to these investors,

and what rate of interest do they provide? Fromthe point of viewof the
potential investor, are the nunicipal bonds nore or |l ess risky than these
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ot her investnent opportunities? |f the bonds are seen as nore risky, the
city will have to pay a higher rate to attract investnent funds. |If the
muni ci pal bonds are seen as less risky by potential investors, the city
can offer alower rate than is of fered by other investnent opportunities.

Tax Exenption -- effective rates of interest

A fundanental characteristic of |ocal governnment debt inthe U S is that
i nterest incone received by the lender fromthe city is usually exenpt
from federal incone tax. To be tax exenpt, a bond nust neet certain
criteria spelled out in the US. Internal Revenue Code and regul ations.
In general, the debt nust be for a recognized public purpose, and the
i nvestnent nust benefit the public at large, as opposed to specific

i ndi vidual s or corporations. Exanpl es of investnments benefitting the
public at large include schools, roads, water treatnent plants, and
jails. Investnents in a private corporation’s factory or shop woul d not

be tax exenpt as a matter of Federal |aw, and are generally prohibited
outright as a matter of state law U.S. |law on the tax exenpt status of
bonds issued to finance "public" inprovenents owned and operated by
private conpani es has changed over tine.

In the U S., because the interest is tax exenpt, lenders are willing to
lend to cities at lower rates of interest than they would charge a
corporation for debt of conparable risk. For exanple, to an investor in
a 40% margi nal federal tax bracket, a municipal bond paying 6% annual
interest is equal to a taxable instrument paying 10% annual interest.

However, the U S. practice in this regard is somewhat unusual in the

world. It isrootedin history and the federal constitution, rather than
representing a conscious policy decision. It amounts to a subsidy by the
federal governnent for all nunicipal borrow ng, regardl ess of whether the
borrowing city is rich or poor, large or small. Critics of the U S tax

exenption argue that the |argest beneficiaries are wealthy individuals
and corporations, rather than cities, and that the class-based subsidy
m ght better be replaced with needs-based assistance. O her critics
point out that the U S. practice provides an unwarranted conpetitive
advantage for governnental service providers over private providers,
di scouraging private sector investnment in infrastructure. Because
pension funds in the US. are exenpt fromtaxation on their incone in
any event, they avoid investing in | ow paying municipal bonds, so that
a maj or source of capital is unavailable for infrastructure investnent.

Al t hough the U.S. tax exenption for municipal interest is not necessarily
typical, it is not unusual in other countries for national or regiona

governments to assi st | ocal governnments with their capital finance needs,
i ncl udi ng subsi dy assi stance.

It is inportant to note that | ocal governnent borrow ng does not depend
on a U S.-style tax exenption for nunicipal interest. However, as |ong
as local governments hope to access subsidized credit, they wll be
reluctant to borrow at narket rates.

This is a policy issue for the Russian government -- should | ocal
gover nment borrow ng be subsidized by the national governnent? |If so,
shoul d it be done through an i ncone tax exenption for nunicipal interest,
as in the US., or through targeted grants or subsidized credits as in
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some other countries? Should their be sonme sort of internediary
institution, such as France’s Credit Local, Dennmark’s Cooperative
Muni ci pal Bank, or many countries’ Minicipal Devel opment Funds?

Sources of Revenue for Repaynent of Debt

The ability of Iocal governnents to incur and repay |ong-term debt
depends on the recurring revenue streans available to them

Wth general obligation debt, all sources of revenue available to the
muni cipality can be used for debt service. The | argest sources of
revenue for Russian cities are regulating revenues as apportioned by
nati onal and obl ast governnents. Russian cities have |imted authority
to set and collect their own taxes. Om-source revenues typically
account for | ess than 10%of munici pal revenues. Because Russian cities
|ack control over their tax revenues, and because revenue-sharing
fornul ae have changed often, long-term tax revenues are relatively
uncertain.

For revenue bonds, user charges and fees, often generated by the facility
being financed, are pledged to service the debt. Communal services
facilities are often financed by a pledge of service charge revenues,
acconpani ed by a covenant to set rates at | evels high enough to cover the
debt service. Cities will need the flexibility to set these fees and
charges at appropriate levels in order to be able to borrow agai nst these
revenue streans.

For all types of nunicipal debt, the predictability and stability of
revenue sources is a key factor. The nore predictable these revenue
sources are, the nore confortable a city can be in planning to spend a
certain amount each year on debt service, and the nore confortable the
market will be that adequate revenues will be available to repay the
debt .

Because control over local revenues and stability of revenues are
inportant to cities’ abilities to engage in capital finance, this is an
important policy issue for the Russian governnent. Shoul d 1 ocal
governments be given greater taxing authority? Geater authority over
fees and charges? Should intergovernnmental revenue allocation fornulas
be fixed?

One advant age that many Russian cities have over their U S. counterparts
is that Russian cities have assets such as |and, housing, and nuni ci pal
enterprises that can be sold to finance local capital investnent.
Qobvi ously, the proceeds from such one-tinme sales are not a pernmanent
solution to financing infrastructure needs, but they can be an i nportant
part of infrastructure finance during the transitional period.
Conceptual ly, it is sounder practice to use such one-tinme proceeds to
fund one-tine capital infrastructure investment than to rely on non-
recurring sales proceeds to fund recurring operating deficits.

Capital Inprovenents Pl anning
Bef ore issuing debt, a local governnent should have a clear idea of the

types of project it intends to finance, what these projects will cost,
and when they wll be done. Devel opment of an overall capital
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i nprovenents plan is an essential first step. The capital inprovenents
pl an should represent a consensus of the executive and |egislative
officials of the city, and should reflect the priorities of the |ocal
citizens.

A capital inprovenents plan should identify the projects to be funded,
the potentially available funding sources, and ongoing operating and
mai nt enance i npacts of the projects. The el enents of capital inprovenent
pl anni ng are:

eval uating the | evel of service desired or needed by the community
identifying the public facilities needed to neet that |evel of
service

prioritizing, i.e. determning the relative inportance of these
facilities

determ ning when the facilities are needed

determining how to pay for the facilities

Because capital planning is a dynam c process, a mechani sm should be
establ i shed for reassessing needs and priorities, and for naking other
adj ustnments to the plan.

The capital inprovenents planis an inportant managenent tool that allows
city officials to:

l. establish priorities anbng conpeting capital inprovenent
proj ects

ii. match capital inprovenent projects wth appropriate
fi nanci ng techni ques

iii. plan for debt issuance to neet expenditure requirenents

A well-prepared capital inprovenents plan is inportant to potenti al

i nvestors (directly or via rating agencies). It denonstrates the city’'s
conmtnment to systematically inproving or replacing its capita

i nfrastructure. It shows that the city has evaluated its long-term
financial resources and has a plan to nmeet both capital and operating
needs. Creating and nmmintaining a reserve fund for unexpected
expenditures or to cover revenue shortfalls is an inmportant part of a
capital inprovenent plan.

Formul ating a Debt Policy

The city council of any city planning to issue nunicipal bonds should
adopt a witten debt policy. This policy helps establish limts and
provi de general directionto the city’'s executive conmittee and fi nanci al
managers in the planning and issuance of debt. Each actual debt issue
shoul d be specifically approved by the Council, but devel opi ng an overall
debt policy assures that relevant policy questions are considered from
a broader perspective than that of any individual debt issue.

In addition, a debt policy lets the City s policy makers integrate debt
pl anning with other |ong-term planning and financial objectives.

A carefully crafted and consistently applied debt policy signals |Ienders
and rating agencies that the city is commtted to controlling its
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bor r owi ng.
Sone of the items that should be spelled out as a matter of policy are:
i. what are acceptable | evels of short and |l ong term debt?

Sone imts may be established by |aw. But even within these limts, the
city nust decide to what extent it is wlling to give up future
flexibility. Debt issuance involves a trade-off. |n exchange for funds
for current capital inprovenments, future spendingis linted. The degree
towhichaCtyiswlling to make these trade-offs depend on the urgency
of its capital needs, its expected rate of growh, econonmic tends, and
the stability of its overall finances.

If other levels of government, e.g. an oblast, also issue debt against
the sane tax base, an overall limt should be established to avoid
i ssuing nore debt than the tax base can support.

ii. what are acceptable purposes for which debt can be
i ssued?

To what extent nmust there be a public benefit? Mist the inprovenent have
a useful life of at least the term of the bond issue? Are water and
sewer bonds acceptabl e, but not school bonds?

iii. to what extent, and for what purposes, will the city use
general obligation bonds vs. revenue bonds?

See the discussion above: where the city can use revenue bonds, it is
less limting of future flexibility. However, not all inportant projects
generate reliable revenue streans to repay debt.

iv. for what purposes will the city use "pay-as-you-go"
financing, and for what purposes will it consider debt
fi nanci ng?

In general, a city should not issue debt for ongoing operations and
mai nt enance, nor for short-lived inprovenents or repairs. Cities can
al so consider shifting infrastructure devel opnent costs to beneficiari es,
e.g. through user fees, service charges, or devel oper financing.

V. will the city use variable rate debt, or will it only
i ssue fixed rate obligations?

In a highly inflationary econony, fixed rate long termissues are not
viable. Two approaches to long-termdebt that m ght be viable are :

(1) using a variable rate, as with Russian indexed nortgages, or

(2) denom nating the bond issue in a nore stable currency, as with the
City of Prague’s doll ar-denoni nat ed bond i ssue, or indexing a ruble-
denomi nated issue to a nore stable currency

Vi . for what termw ||l bonds be issued?
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For the near termin Russia, the narket may be nore of aliniting factor
than any policy the city m ght devel op. However, the city will want to
avoi d i ssuing debt for |longer than the useful life of the inprovenent to
be financed. At the sane tine, it will want to spread the debt over a
| ong enough period that the paynents due in any given year are nmanageabl e
in light of the anticipated revenues. An inportant trend in Eastern
Eur ope has been the | engthening of the term of nunicipal debt issues.

Desi gning a Bond | ssue

In structuring the debt issue, the issuer and its advisors have severa
choi ces to make. These choices invol ve bal anci ng t he needs of the issuer
with the denands of the capital narkets.

i. maturity schedul e: termand serial bonds

The maturity of a bond is the date on which the principal anmount of the
bond becones due and payable. Most |ong-termnunicipal debt is evidenced
by term bonds, serial bonds, or a conbination of the two.

The principal anmount of a term bond comes due at maturity, although
i nterest paynments may be made annually or sem -annually. The principal
payment at maturity is sonetines called a "balloon" paynent. A "zero
coupon" bond is a term bond in which all of the principal and the
interest cone due at the maturity date. Term bonds are sonetines
conbi ned with a sinking fund structure in which regul ar paynents towards
principal are deposited in a special fund which is ultimtely used to
repay bondhol ders. The use of a sinking fund affects the issuer’s debt
service in nmuch the sane way as a serial bond.

Wth a serial bond issue, a portion of the principal anmount comes due
each year through the life of the bonds. The date the |ast paynent is
made is called the final maturity date. The two npbst common types of
serial bonds are:

(1) "straight serial" bonds, which have |evel principal paynents (so
t hat debt service decreases over tine),
(2) ‘"serial annuity" bonds, which have level total debt service over

time (so that early paynents cover primarily interest).

Different investors prefer different types of bonds. An investor who is
interested in a steady fl ow of cash over tine would prefer a serial bond,
wher eas a pension fund or individual investor saving for retirenment m ght
prefer a term bond.

Simlarly, issuers may prefer different types of bonds. Most revenues
avai lable to cities toretire bonds becone avail abl e over tine, so seri al

bonds are nost typical. As discussed earlier, a general principle of
good debt managenent is that noney shoul d not be borrowed for | onger than
the useful life of the investnent. Sinmilarly, issuers often prefer to

defer all debt repayment until the initial benefits of the infrastructure
bei ng fi nanced have been recei ved.

Wth fixed interest rate bonds, it is possible to knowin advance exactly
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what principal and interest will be payable when. Wth variable rate
bonds, including those indexed to the consuner price index or centra
bank rates, there is less certainty in budgeting annual debt service.

ii. early redenption provisions

| ssuers sonetinmes provide in the bond issue for a right to redeem or
"call" some or all of the bonds prior to their final maturity.
Someti mes, the bond docunents provide that such early redenption can only
be done upon paynment by the issuer to the bondhol der of a redenption
premium Wen the issuer exercises its right to call the bonds early,
it pays off the outstanding principal anount, plus interest accrued to
date, and any redenption prem um specified in the bond docunents.

Issuers like to reserve the right to call, so that if market interest
rates drop, they can re-finance their debt at a | ower cost. Qher things
bei ng equal, bondholders prefer to avoid a call provision, since if
market interest rates drop they will only be able to re-invest their
funds at the lower rate. The market price for bonds with a "call"
provision will usually be priced on the basis of their expected yield to
the optional call date, rather than their yield to final maturity.

iii. debt service reserve funds

A debt service reserve fund may be established out of the proceeds of the
bond i ssue, or may be funded over tinme from excess revenues. A typica
requirement is that at |east one year’s debt service be maintained in
such a reserve fund. The purpose of such a reserve fund is to provide
a neans to nmeet the issuer’'s debt obligations in a year when current
revenues are inadequate.

iv. capitalized interest

I nvestors expect to earn interest on the noney they lend fromthe date
they lend it. Because projects may not generate revenue i medi ately,
there may be a need to pay the interest on the debt for the first year
or two using borrowed noney. Therefore, depending on the project being
financed, and the timng of the revenues that will be used to retire the
debt, bond proceeds may be used to pay the interest for a period of tine.
This is known as "capitalized interest,” and increases the size of the
bond i ssue.

V. coverage ratios and the size of the debt issue

A "coverage ratio" is the anmount by which the anticipated revenues
available to pay for a project exceed the anticipated actual debt

servi ce. Because revenue projections are inherently uncertain, the
financial markets usually like to see a substantial margin of error.
This way, if anticipated revenues are not realized in full, there should
still be adequate revenues to cover the debt service. The less certain

and stable the revenue sources to be used to repay the debt, the higher
t he expected coverage ratio.

This is inportant in determ ning the size of the planned debt issue. On

t he demand side, the debt issue nust be | arge enough to cover the project
costs and the issuance costs (including the cost of Iegal and financi al
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advi sors, insurance, printing the bonds, and any capitalized interest).

On the supply side, the issue cannot be larger than the avail able
revenues wll support.
Vi . conpetitive vs. negotiated bond sal e

If an issuer decides to issue bonds, one inportant choice it nust make
is whether the issue should be a conpetitive sale or a negotiated sal e.

In a conpetitive bond sale, the issuer solicits bids for its bonds from
several underwiting firms or syndicates. The bonds are sold to the firm
or syndicate subnmitting the bid with the |owest interest cost. In the
U S., two techni ques are conmonly used to cal cul ate and conpare interest
cost:

net interest cost: this is the unweighted average interest rate.
It is easy to cal cul ate, but has been criticized as not sufficiently
reflecting the tine value of noney.

true interest cost: this is a weighted average interest weight,
whi ch gives greater weight to earlier debt paynents

Bot h net hods of calculating the interest cost yield the sane result where
the interest rate is constant. There would be a difference where the
interest rate is different for near term paynents than for |onger term
payments.

In a conpetitive bond sale, the issuer is responsible for determ ningthe
term and interest rate on the bonds, preparing the bond docunents,
obtaining a rating, deciding whether to use bond insurance, and in
general for structuring the bond issue. The package is then offered in
a conpetitive bidding process, wth the bonds being sold to the
underwiter or lender offering the |l owest interest cost.

In a negotiated bond sale, an underwiter or lender is selected early in
the process, and helps structure the bond issue, including the term
interest rate, and other conditions. The underwiter assists the issuer
in all tasks necessary to prepare for the bond sale. The issuer
negoti ates a purchase price for the bonds with the underwiter at the
time the bonds are sol d.

The advantages of a conpetitive process are (1) that open nmarket
competition assures the issuer that it has gotten the |owest interest
cost, (2) that the gross underwiting spread tends to be | ower than with
a negotiated sale, and (3) that taxpayers and citizens have greater
confi dence in an open, transparent process.

The di sadvantages of a conpetitive process are that (1) the issuer has
a greater burden to structure the debt issue, (2) the issuer has |ess
flexibility to respond to <changing market conditions, and (3)
underwiters who have no assurance that they will be awarded the bonds
will invest less time and effort in pre-sale activities, and may
therefore of fer sonewhat higher interest costs to cover their risk that
they will have difficulty placing the bonds. Wthout established capital
mar kets, and wi thout a proven history of sound financial managenment, it
may be difficult for Russian issuers to find enough interested
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underwiters to make a conpetitive sal e possible.

The advantages of a neqotiated sale are (1) that the underwiter can
assunme nost of the burden for structuring the transaction, preparing the
docunments, and tining the narket, (2) that the underwiter can engage in
extensive pre-sale marketing to assess the demand for, and pronote
interest in, the bonds, and (3) that there is greater flexibility to
change the structure or tinmng to respond to the market. |In the early
stages of the evolution of Russian capital markets, issuers may find it
easier to negotiate with a single underwiter, or even a single investor.
The disadvantage of a neqotiated sale are (1) that the lack of
conpetition may gi ve the appearance that politics or cronyismare at work
in deternmining the terms of the bond issue, rather than the best
interests of the city, (2) that because there is no conpetition, the
i ssuer nust nmake a great effort to becone inforned about changi ng narket
conditions to ensure favorable pricing, and (3) it is difficult for the
i ssuer to know what spread is appropriate to conpensate the underwiter.

Mar keting and Di scl osure

Marketing and disclosure are two sides of the same coin. From a
mar keti ng perspective, the issuer is interested in putting its proposed
debt issue in the nost positive light. From a disclosure perspective,

the issuer is required to disclose any risks of which it is aware.
Failure to do so can leave the issuer and its officials open to charges
of fraud.

i. mar ket i ng

The first step in an effective marketing plan is to understand who the
likely investors are, and to understand their goals and preferences. As
di scussed above, investors may be individuals (acting directly or through
i nvestnent funds) or they nay be institutions (banks, insurance
compani es, and pension funds). International experience is useful if an
issuer is contenplating an issue of sufficient size to attract
i nternational investors. However, given the evolving nature of Russian
capital markets, this experience my be of nore limted value in
understanding the goals of Russian individual and institutional
investors. Surveys, focus groups, and interviews can help issuers and
underwiters understand what i nvestors are seeking froma nunici pal bond
i ssue and what barriers nust be overconme. An experienced underwiter or
financial advisor can help the issuer to identify potential investors,
their goals, and their perceptions of risk.

It is inportant to accurately understand potential investors’ perception
of the risks they face in purchasing nmunicipal bonds, so that steps can
be taken to address their concerns. See the discussion above of risk and
return. Sone risks can be elimnated conpletely if they would rmake the
bonds unmar ket abl e. For exanple, call risk can be elininated by avoi di ng
provisions allowing for early redenption of the bonds.

Q her risks can be substantially reduced -- for exanple:

Inflation risk can be addressed by indexing the interest rate to a
nore stable currency or to an inflation index.
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Bond insurance can be used to reduce credit risk, because the
ultinmate security for the bonds is the credit of the bond insurer
rat her than the bond i ssuer.

Debt service reserve funds can be structured into the bond issue,
to reduce the issuer’s reliance on current revenues to pay the debt
service.

H gher coverage ratios provide investors with a higher margin of
saf ety.

Covenants can be incorporated into the bond issue limting the
issuer’s ability toissue future debt unless certain financial tests
are net.

Many of these approaches limt the risk to investors at the expense of
the issuer’'s flexibility (e.g. restrictive covenants) or at a financi al
cost (e.g. bond insurance). The key is to understand investors’ needs
wel I enough to know which of these measures are worth their cost and
whi ch are not.

The underwriter or financial advisor is an inportant part of marketing
efforts, and can hel p determ ne the appropriate cost-benefit bal ance for
a given issue and for a given group of investors. Pre-sale presentations
can help interest potential investors in a planned debt issue, and answer
their guesti ons. Conpl et e, accur at e, and easy-to-understand
docunentation is an essential part of a good marketing effort.

btaining a favorable rating from a rating agency may also be an
i nportant part of the marketing process.

ii. di scl osure
An "official statement" is required of U S. issuers in conjunction wth
a bond issue. It is primarily a disclosure docunent, to advi se potenti al
investors of all pertinent information. |In public debt markets it plays

much the sane role as the offering circular or prospectus plays in the
corporate securities markets.

In the US., the Governnent Finance Oficers Association (G-QA) has
prepared a publication entitled "Disclosure Guidelines for State and
Local Governnent Securities.” The reconmendations in this docunent are
a useful guide for preparing an official statenent. Under these
gui delines, the official statement should include the follow ng:

a cover page describing key features of the bonds

an introduction to the official statenent

a compl ete description of the bonds

a description of any credit enhancenents (insurance or letter of
credit)

a description of the issuer

a description of the debt structure

copi es of key documents

58



F. Functions in a Sound Minicipal Credit System

This section provides a brief overview of a sound credit system draw ng
heavily fromthe U S. nunicipal credit narket system and culture. Mre
specifically, we focus on the bond market, which accounts for the vast
maj ority of nmunicipal debt outstanding at present in the U S. (see Annex
A for a nore thorough discussion). Al though South Africa will eventually
look to a variety of credit systens as nodels, the U S system
corresponds to nmany of the policy orientations of the MIF, and indeed
to the capital finance systens that exist in South Africa. The main
objective of this section is to identify the wvarious functions
(particularly at the internediate |evel between borrower and investor)
that help build investor confidence and lend stability to the system

Wth approximately $1.6 trillion of bonds outstanding, and with over
40,000 l egal Iy authorized entities that have actually issued bonds, this
is the capital market that nost state, |ocal and nonprofit educationa
and health service providers have conme to rely upon for infrastructure
finance.

A virtually unique feature of the Anerican nunicipal bond systemis that
the interest paid to bondholders on such obligations is exenpt from
federal incone taxation. However, this special characteristic and its
possibly distorting effects should not lead to the mnistaken concl usion
that the bond tax exenption is the controlling characteristic of the
Anerican regional and local infrastructure finance system The system
predates by many years the exi stence of the inconme tax exenption.

All U S states and nost regional and | ocal general and special - purpose
| ocal governnmental units and agencies including many very snall to
medi um si zed entities currently enjoy ready access to bonded i ndebt edness
with maturities in the 20- to 30-year range. \Whereas the issuer base is
very broad, the investor base has narrowed in recent years: conmercia
banks have virtually wi thdrawn as investors, |eaving individuals (and
nmut ual funds purchased by i ndi vi dual s) and i nsurance conpani es as t he key

i nvestor groups. Individuals a highly risk- averse group have cone
increasingly to dom nate the investor base. Wth investors demandi ng and
receiving a high degree of confort that they wll receive tinely

principal and interest paynents, a sound nunicipal credit culture
conmposed of nmany interacting systemel ements has devel oped, including a
variety of supporting services and agencies as well as positive
characteristics in both the borrower and investor conmunities. Exhibit
1 summarizes the key functions that contribute to a well-functioning
muni ci pal credit systemin the U S.

Begi nning at the bottomof Exhibit 1, with the Subsoverei gn Borrowers and
I ssuers thensel ves, what are the key nmanagerial and financial practices
to which they must adhere in order to contribute to a sound rmuni ci pal
credit culture and systen? These include 1) efficient and effective
public financial managenent practices; 2) full disclosure of the
financial and other information necessary for investors to nmake inforned
buyi ng and selling decisions (and for voters to be able to hold officials
accountable for their actions); 3) careful capital project preparation
practi ces; and 4) conmuni ty consensus- bui | di ng under gi r di ng
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i nfrastructure project and debt finance deci sions.
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Exhibit 1

FUNCTI ONS I N A SOUND MUNI Cl PAL CREDI T SYSTEM

ACTOR

| nvest or

Supporting
agenci es and
services

Bor r ower

FUNCTI ON

I nstitutional

| ndi vi dual

Underwriter/
nt agent

Credit enhan

pl acene

cer

(bond i nsurance,

treasury tru
i ntercept)

Credit ratin
agency
Fi nanci al

i nternedi ary

Legal advi so
bor r ower

st,

g

r to

Fi nanci al advi sor

to
borrower/ | nv
banker

Regul at ory
agency (i es)

Local govern
ot her I ocal
provi der

est nent

rrent_ or
service

epublic offering or private

pl acenent,

eprefers marketability (liquidity)of
bonds,

einvests for balance of yield and
credit quality

einvests for high credit quality
*public offering

*needs marketability (liquidity)of
bonds

*mar keting, placenent, sales

eprovi des assurance to investor in
case of default

*0bj ective eval uati on of borrower
credit worthiness

e pool i ng

ereviews |l egal and contractual
documents (council resol utions,
i nsurance contract)

ecarly analysis of design

eadvi ses as to structure, placenent,
underw i ting

eprepares bid docunents

s macr o- econoni ¢ contro

*reviews financial managenent
statenents according to statutory
requi rements

* approves borrow ng pl ans

esound financial position

*sound financi al managenent

practi ces,

ofull disclosure of financial and
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ot her relevant information,

esound project preparation,

ecommuni ty-supported capital

i nvestnent plan (infrastructure plan)
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There have been periods during which Anmerican investors and | enders lost or it
was widely feared they would |l ose their usual confidence in nunicipal issuers
and borrowers. The Great Depression and its acconpanyi ng nmunici pal defaults on
out standi ng debt led to the devel opnent of a variety of Regul atory regi nes by
state governnments to control and guide the financial practices of |oca
government, including the use of debt. These state regul atory systens have
continued to evolve over tinme. A nore recent period of change in the Anmerican
muni ci pal capital markets occurred during the m d-1970s, when the Gty of New
York al nost defaulted on its general obligation debt. This event led rapidly
to vastly increased disclosure of financial and other information by all

i ssuers. Further efforts to inprove disclosure in both the primry and
secondary nmuni ci pal bond markets continue as this report is being witten.

As sunmmari zed in Exhibit 1, a variety of other key supporting services and
agenci es have devel oped to increase the degree of confidence U S. |enders or
i nvestors can have in the transactions being of fered. These incl ude:

Third-Party Professional Financial Advisors who hel p devel op mnuni ci pal
debt transactions froman early stage. Wereas in an earlier era this
group was doni nated by investnent and conmercial banks that | ed-nmanaged
the transactions they were helping to structure, this role has
increasingly come to be filled by independent specialty firnms in nore
recent years. Third-party professional financial advisors to borrowers
and i ssues have |l ong played an inportant role in the early stages of the
devel opnment of financings, including the exploration of fundanental | egal
and financi al questions, the exam nation of debt structure alternatives,
and the identification of other key professional nenbers of the team of
prof essi onal s who nust hel p the borrower or issuers successfully close
the contenpl ated transaction. Until recent years in the U S., the role of
financial advisor for these functions was normally played by the
securities firmor commercial bank selected by the Issuer or borrower.
The advi sor would | ead the transaction itself as direct |ender, |ead
underwiter for a public offering, or placenment agent for a private

pl acenent. In recent years, however, increasing nunbers of firns
specializing solely or largely as financial advisors have been able to
sell their services as independent agents representing the borrowers or

i ssuers throughout the process of designing and cl osing the transacti on.

Legal Advisors to Issuers who ensure that they are conplying with all
appropriate legal and regulatory requirenments. Legal advisors to issuers
(1 n bond transactions, these actors are typically called "bond counsel")
have played vital roles advising borrowers and issuers on such key issues

as:

0 | egal authorization for the borrowing in this regard, bond counse
have traditionally been relied upon to render opinions respected
equal ly by issuers and investors regardi ng such authorization

0 di scl osure of nmaterial information in all necessary contractual and
i nvestor-oriented offering docunents; and

0 the protection of the interests of issuers in all contractua

docunents associated with the transacti on.

Fi nanci al Market Intermediaries ranging fromsinple "bond banks," which
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achi eve economies of scale in transaction costs and sonetimes provide
credit enhancenent for small to nmediumsized borrowers and issuers, to
"State Revol ving Funds." The revol ving funds are pool ed | oan funds
initially capitalized with appropriated (grant) funds. They are able to
provide interest rate subsidies, a continuing and often growi ng "corpus,"
and ot her benefits, as well. Bond banks and ot her | oan pooling

mechani sns provide a variety of inportant benefits to their underlying
borrowers. One of the universal benefits of all properly designed | oan
pool i ng nechani sms is that, because the total borrowing is aggregated to
sufficient size, fixed transaction costs are spread over a | arger nunber
of loans, lowering the all-in costs of borrow ng for each borrower.

Anot her nmore subtle but equally inportant benefit of well-run pooled | oan
prograns is that, through their standardi zed application and | oan
approval procedures, they inpose a relatively high |level of discipline on
the borrowers in such areas as project devel opnent, project financial
feasibility, project operation and naintenance, and financial nmanagenent
and reporting.

In some cases, neasurable subsidies offer substantially nmore (or at | east
nore tangi bl e) benefits. For exanple, concessionary interest rates can be
included in the resulting loans to localities. If the sovereign credit or
even the noral obligation credit of the sponsoring superior governnenta

| evel is pledged to the bondhol ders, this arrangenent will often result
inalower interest rate than the small borrower could have achi eved on
its own. In addition, or alternatively, subsidies in the form of
concessionary interest rates can be delivered along with the | oan when
the initial capitalization conmes from appropriated funds and does not
have to be paid back to any source. This is the case for state revolving
| oan funds that provide concessionary interest rates, for exanple. These
benefits are thought necessary or desirable to achieve a policy outcone
such as assisting communities with |ower taxing power. However, in all

ot her respects, all the pool ed-loan financial narket intermediation
prograns cited above are operating with hard credit principles, including
vi gorous enforcenment of tinely principal and interest paynent

requi rements and other |oan conditions by the bond banks and ot her
pool ed- 1 oan program sponsors.

Credit-Rati ng Agenci es, which provide i ndependent, third-party judgnments
of municipal credit quality to investors. Credit rating agencies have

| ong been inportant actors in the Anmerican mnunicipal bond markets. The
maj or agencies serving this nmarket are Fitch, Mody’ s Investors Services
(Moody’ s); and Standard and Poor’'s (S&P). It is possible to think of the
rati ng agencies as "proxies" for investors as they seek out infornmation
on the risks and rewards of each bond issue presented for rating (and in
sone cases evaluate and rate issues not requested for rating by the

i ssuer). Wth such a diverse issuer base and with such a broad investor
mar ket as that characterizing the American nunicipal infrastructure
finance system it is easy to see why the rating agenci es provide
institutional and individual investors with inportant econom es of scale
in evaluating and conparing the credit quality of bond issues. However,
rati ng agenci es can never be perfect or conplete proxies for investors
and there have been notable failures of rating agencies to keep pace with
i ssuers’ rapidly changing financial or legal circunstances. This lag in
rati ng agency changes to current ratings is routinely seen in the
secondary nuni ci pal bond nmarketplace itself. In this market, traders
routinely "run ahead" of rating agencies in making credit judgnents;
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their judgnments are visible in price differentials and changes in these
differentials.

In order to be efficient and effective, credit rating agenci es need
access to high-quality, current data regarding the entities whose debt
i ssues they are being asked to rate. These data incl ude:

o denographi ¢ and econonic data regarding the service area;

0 the elected officials and/ or appointed nanagers and their
prof essi onal qualifications; and

0 under st andabl e and conparabl e i nformati on on past financial
performance, current financial status, and future capital and
operating spendi ng pl ans.

Non- Soverei gn Commercial Credit Enhancers, including comrercial banks.
They provide letters of credit to assist 1) borrowers with self-
supporting project financing and 2) municipal bond insurers which have
insured and thus provided AA or AAA ratings for 44%of all new |long-term
muni ci pal bond issues thus far in 1995. A very different kind of non-
sovereign credit enhancenent used in the U S. and el sewhere (e.g.,
Belgium) is the "state aid intercept” nechani sm (addressed bel ow, Section
4.2). As the U. S nunicipal bond market has grown with all its diversity
of iIssuers and the spectrumof credit quality that diversity inplies, the
i nvestors cannot be said to have responded with a matching appetite for

t he same spectrum of credit quality. Overwhel mingly, investors in the
U.S. municipal bond market have preferred good to excellent credit
gquality in making their investnent decisions investor demand for AAA- and
AA-rated bonds far outstrips the "natural supply" of such bonds. For this
fundamental reason, an entire business of non-sovereign comercial credit
enhancenent has devel oped.

The fundanental principal of such non-sovereign credit enhancenent is
that sone commercial entities such as highly rated banks and i nsurance
conpani es can performtheir own analysis of the risks and rewards of a
given transaction and its issuing entity. Based upon their own anal ysis,
such credit enhancers can decide to "sell"” their own higher credit rating
for a fee to selected lesser-rated entities which they find to be safe
risks. Paying this fee can nake economic sense for the issuer because the
hi gher credit rating thus achieved on the transaction reduces the
issuer’s all-in borrowing cost, due to investors’ willingness to accept
significantly |l ower interest rates fromhighly rated issuers.

In the U S., the nunicipal bond insurers have conme in the |ast decade to
dom nate the rnunicipal credit enhancenent market to the extent that in
1994, 37 % of all new long-term nmunicipal bond issues carried nmunicipa
bond i nsurance. In 1995, 49%of all long-termissues were insured. Mst
muni ci pal bond i nsurance carries a AAA/ Aaa rating, although some carries
a AA/ Aa rating. The concept of nunicipal bond insurance has now spread to
West ern Europe, where the Anerican narket | eader MBI A has now
underwitten nearly $5 billion of municipal bond insurance. W are aware
that MBI A and several other U S. nunicipal bond insurers are now

eval uating other international subsoverei gn market opportunities outside
of Western Europe, sone in conjunction with nultil ateral devel opnent
finance institutions.
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H ghly rated conmercial bank letters of credit continue to be another
regularly used formof credit enhancenent, although their use tends to be
restricted to stand-al one project financings.

A third and very different form of non-sovereign credit enhancenent is
used by governnents involved in well-established intergovernmenta
transfer progranms. The "state aid intercept” nmechanism all ow ng

bondhol ders preenptive access to intergovernnental transfers in the event
of a default is provided as an additional source of confort. Rating
agencies will acknow edge degrees of credit-enhancing power in such
arrangenents, depending upon the quality of the revenue strean(s)that can
be intercepted, the nature and certainty of the default "early warning
systens" ("trip-wires") provided for in the systens, the speed with which
the actual aid interception would work, and other factors.

Underwiters and Pl acenent Agents, including both securities firnms and
commerci al banks permitted to underwite certain kinds of nunicipal
securities. The conpetition anmong these firns for nunicipal underwiting
and pl acenment services has been so fierce that the average gross
underwiters’ discount has declined precipitously over the past decade,
even as overall volune has increased. Underwiters and placenent agents
play critical roles in the planning, structuring, sale, and distribution
of municipal bonds in the U S. International, national, and regional
securities firnms conpete fiercely with one another and with an increasing
nunber of comrercial banks to manage the underwiting or placenent of
bonds. One neasure of the degree of conpetitiveness in this business is
the size of the gross underwiters’ discount (the "spread" by which the
firms performthese services). Average spreads have fallen from about 2%
of par value to well under 1% in about a decade.

For a variety of reasons, underwiters of nmunicipal bonds have recently
been subject to far nore regulatory scrutiny and enforcenent action than
in the past. For instance, recent scandals involving political
contributions by securities firns and others to politicians directly or
indirectly involved in selecting underwiting firnms resulted in new
Securities and Exchange Commi ssion regul ati ons that have essentially
prohibited firns seeking to do underwiting business with states,
regional, and local entities frommaking political contributions in those
jurisdictions. O her abuses of a nore technical nature nany having to do
with the tax exenption and its distorting effects have al so recently been
al | eged and are under intensive investigation as this report is being

witten.
G d ossary of Terns
Accrued interest: Interest earned on a security since the later of the npst

recent coupon paynent date (or the dated date) to the settlenment date.

Ad valoremtax: A tax based on the value (or assessed value) of property.
Advance refunding: A financing structure under which new bonds are issued to
repay an outstandi ng bond issue prior to its first call date. GCenerally, the
proceeds of the new issue are invested in governnent securities, which are

pl aced in escrow. The interest and principal repaynents on these securities
are then used to repay the old issue usually on the first call date.

Assessed val uation: The valuation placed on property for purposes of
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t axati on.

Basis point: 1/100th of 1% The difference between a 10. 0% annual i nterest
rate and a 10.5% annual interest rate is 50 basis points.

Basis price: The price of a security expressed in yield or percentage of
return on the investnent.

Bal | oon: Final, |unmp-sum paynent of unpaid principal at final maturity date.

Bearer bond: A bond that has no identification as to owner. It is presuned
to be owned, therefore, by the bearer or the person who holds it. Bearer
bonds are freely and easily negotiabl e since ownership can be quickly
transferred fromseller to buyer

Bond: An interest-bearing pronise to pay a specified sum of noney--the
princi pal anmount--due on a specific date.

Bond funds: Registered investnent conpani es whose assets are invested in
diversified portfolios of bonds.

Cal | abl e bonds: Bonds which are redeemabl e by the issuer prior to the
specified maturity date at a specified price at or above par.

Capital project: A capital project or capital inprovenent is a major, non-
recurring, tangible fixed asset with a useful life of at |east one year
(usually five years or nore). \Whether a project is a capital project based on
value and life span depends on the size of the jurisdiction and the size of
its budget. Projects which smaller cities treat as capital inprovenents are
funded fromthe operating budget of larger cities.

Coupon: This part of a bond denotes the anmpbunt of interest due, and on what
date and where the paynent is to be nade. Bearer coupons are presented to the
i ssuer s designated paying agent or deposited in a conmercial bank for
collection. |In the case of registered coupons (see Registered Bond), the
interest paynment is mailed directly to the registered holder. Coupons are
general |y payabl e sem -annual | y.

Coupon rate: The annual interest rate, as reflected on an interest coupon.

Current yield: The ratio of interest to the actual market price of the bond
stated as a percentage. For exanple, a $1,000 bond that pays $80 per year in
i nterest would have a current yield of 8%

Debt Limit: The statutory or constitutional nmaxi num debt that an issuer can
legally incur.

Debt service: All paynents required and necessary to retire the debt
obligation including interest and repaynent of principal as well as
mai ntai ning all reserve and sinking funds (see Sinking Fund).

Default: Failure to pay principal or interest pronptly when due.
Denom nation: The face amount per value of a security which the issuer

prom ses to pay on the maturity date. Mst nunicipal bonds are issued in a
[

m ni mum denom nati on of $5, 000, although a few ol der issues are available in
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$1, 000 denom nations. Notes are generally available in a $5,000 m ni num
denomi nati on

Di scount: The anount by which the purchase price of a security is less than
the principal anount or par val ue.

Dol | ar bond: A bond that is quoted and traded in dollar prices rather than in
ternms of vyield.

Doubl e-barrel ed bond: A bond secured by the pledge of two or nore sources of
repaynent, such as the unlimted taxing power of the issuer as well as
revenues generated by a particular user charge.

Doubl e exenption: Securities issued in the United States that are exenpt from
state as well as federal inconme taxes are said to have doubl e exenption

Face amount: The par value (i.e., principal or maturity value) of a security
appearing on the face of the instrunent.

Floating rate bond: A long-termbond for which the interest rate is adjusted
periodically according to a pre-determ ned fornula, based upon specific nmarket
i ndi cators.

Future value: The amount of noney an investor would receive in the future for
noney invested today at a given interest rate.

General obligation bond: A bond secured by the pledge of the issuer s full
faith, credit, and usually, taxing power.

I ndustrial devel opment bond: A bond issued by a state, certain agencies or
authorities, a local governnent, or devel opnment corporation to finance the
construction or purchase of facilities and/or equipnent to be |eased to a
private corporation

Infrastructure: Public facilities such as streets, bridges, water and sewer
systens, jails, schools, and hospitals.

Interest: Conpensation paid, or to be paid, for the use of nobney. |Interest
is generally expressed as an annual percentage rate.

I ssuer: A governnent, agency or authority which borrows noney through the
sal e of bonds or notes.

Legal opinion: An opinion concerning the validity of a securities issue with
respect to statutory authority, constitutionality, procedural confornity and
inthe US. wusually the exenption of interest fromfederal incone taxes. The
| egal opinion is usually rendered by a law firmrecogni zed as specializing in
public borrowi ng, often referred to as bond counsel

Letter of credit: An irrevocable obligation of a commercial bank to make
funds avail abl e upon the presentation of certain docunents. Such a letter can
be used to secure the principal and interest paynments on a bond issue.

Level debt service: A maturity schedule for a bond issue, or a group of

i ssues by one issuer, designhed so that total interest and principal com ng due
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in each future year wuntil final maturity is approxi mtely equal

Limted tax bond: A bond secured by a pledge of a tax or category of taxes
l[imted as to rate or anount.

Long-termdebt: Debt with a final maturity a year or nore after its issuance,
usual Iy evidenced by a nunicipal bond, and used to pay for capital
i nvest ment s.

Marketability: A measure of the ease with which a security can be sold in the
secondary mar ket .

Maturity: The date when the principal anpbunt of a security becones due and
payabl e.

Muni ci pal bond: A long-termobligation of a nunicipality or other |ocal
gover nment i ssuer.

Non- cal | abl e bond: A bond that cannot be called for redenption by the issuer
before its specified naturity date.

Notes: Usually short-term pronises to pay noney, often secured by specified
sources of future revenues, such as taxes, federal grants, and/or bond
pr oceeds.

Oficial statenent: A disclosure docunment prepared by, or for, the issuer
that gives detailed security and financial information about the issue.

Original issue discount: A bond issued at a dollar price |ess than par which
gualifies for special treatnent under U S. tax law. Under the U S. law, the
di fference between the issue price and par is treated as tax-exenpt incomne
rather that a capital gain, if the bonds are held to maturity.

Par value: Also known as face value. The principal anmount of a bond or note.
Payi ng agent: Place where principal and interest are payable. Usually a bank
or the office of the treasurer of the issuer.

Present value: The anobunt of noney in hand today that is the equivalent of a
future stream of principal and interest paynents, at a given discount rate.

Premium The anount by which the price of a security exceeds its principa
anount .

Primary market: Al so known as new i ssue market. The market for new issues of
muni ci pal bonds and not es.

Principal: The face amobunt of a bond, exclusive of interest and payabl e at
maturity.

Put bonds: Long-term bonds which nay be sold back to the issuer, at par, on a
specified future date or dates prior to maturity. The market tends to price
such bonds as if they were comng due on the first resale, or put date,
since the investor is assured of receiving par at that tinme, no matter what
has happened to interest rates.

Rati ngs: Designations used by investors services to give relative
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i ndications of credit quality.

Regi stered bond: A bond whose owner is registered with the issuer or its
agents, either as to both principal and interest or as to principal only.
Transfer of ownership can only be acconplished when the securities are
properly endorsed by the registered owner.

Revenue bond: A bond payable solely fromspecified revenues, usually derived
fromtolls, charges or rents paid by users of the facility constructed with
t he proceeds of the bond issue.

Secondary nmarket: Market for issues previously offered or sold.

Serial issue: An issue that has maturities schedul ed annually or, in some
cases sem -annual ly over a period of years.

Sinking fund: A fund accurnul ated by an i ssuer over a period of tinme to be
used for debt service.

Short-term debt: Debt which nust be paid within a year of the date it is
i ncurred, usually evidenced by a note, and used to cover operating expenses
until anticipated revenues are received.

Speci al tax bond: A bond secured by a special tax, such as a gasoline tax.
Swap: Sinply, the sale of a block of bonds and the purchase of another bl ock
of simlar market value. Swaps may be made to achi eve many goal s, including
establishing a tax |1 oss, upgrading credit quality, and extending or shortening
maturity.

Syndi cate: A group of underwiters who buy a new issue fromthe issuer and
offer it for resale to the general public.

Tax base: The total property and resources of an issuer which are subject to
t axati on.

Tax- exenpt bond: The interest on municipal bonds in the U S. is generally
exenpt from federal inconme tax under present |aw.

Termissue: An issue that has a single stated maturity.

Trustee: A bank designated by the issuer as a custodian of funds and offici al
representative of bondhol ders. Trustees ensure conpliance with the bond
contract.

Underwite: To purchase a bond or note issue fromthe issuing body to resel
it to the general public.

Unit investment trust: A fixed portfolio of bonds sold in fractional
undi vi ded shares (usually $1, 000 each)

Unlinmted tax bond: A bond secured by a pledge of taxes that is not linmted
by rate or anount.

Yield to call: The rate of return earned by an investor fromthe tinme of
purchase to the call (early redenption) date, assum ng the bonds are redeened
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in accordance with their call provisions.

Yield to maturity: The rate of return earned by an investor fromthe tinme of
purchase to the maturity date, assuming the bond is held to maturity and that
all interest received over the |ife of the security can be reinvested at the
yield to maturity.

Zer o coupon bond: A bond with no periodic interest paynents. The investor
receives one paynent at maturity. The maturity value an investor receives is
equal to the principal invested plus interest earned, usually conpounded semi -
annually at the original interest rate.
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V. Infrastructure Finance
A Overvi ew and Experience in Russia and Eastern Europe

One of the main characteristics of public finance in western narket econom es
is that alnost all [ocal governnents borrow for infrastructure investments. In
these countries, the long termcredit system has devel oped to support |ocal
debt financing. The systens differ sonewhat in different countries and may

i nvol ve the use of |oans from specialized banks (or funds) as well issuing
bonds directly in the private capital narkets.

Interest in debt financing anong cities in Russia is high. Many cities
recogni ze that traditional sources of funding for capital projects --
especially funding fromthe national budget -- have dried up. At the same
time, local infrastructure is deteriorating, This |eads |ocal governnent
officials to consider borrowing noney for major capital infrastructure such as
wat er and sewer projects, roads, bridges, parks, schools, housing, and
hospitals. |[If such investnments are nade w sely, economic devel opnent can | ead
to grow ng revenues, and those revenues used to repay debt.

Inthe US., cities borrow a |lot of nobney. On the average, at any given tine,
U S cities owe about $10,000 per famly. Sales of bonds and other |ong-term
debt have historically accounted for 50-60% of the funds needed for state and
| ocal capital projects in the U S

There are two nmgjor types of |ocal debt.

- General nligation bonds are backed by the general taxing authority
of the borrowi ng governnment and therefore are said to be backed by
the full faith and credit of the issuer. Because the borrowed
noney nust be repaid with tx dollars, voters nust usually approve
this type of bond issue in a referendum General obligation bonds
are used to fund projects that serve an overall econom c or soci al
pur pose, pronote the tax base, or serve sone other general |oca
benefit (e.g. parks, street, schools, libraries).

- Revenue Bonds are nore restricted and are backed by a specified
revenue source -- in nost cases the user fees that the new capital
investment will generate. Since revenue bonds have Iimted
backi ng, the issuer generally has to pay a higher interest rate
than for simlarly rated general obligation bonds. Revenue bonds
are used only when a charge is appropriate and a project’s revenues
are sufficiently large and predictable to neet all debt service
requirements (e.g. water or sewer infrastructure).

Debt finance in Russia of any kind faces serious obstacles. Anong themare
- the legal and policy franework in Russia for |ocal governnent debt
is generally | acking or unclear;

- there are relatively few local lenders interested in long-term
finance, and little objective data on which | enders m ght nake
meani ngf ul deci si ons

- there is sonme reluctance to burden future generations with the cost
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of infrastructure built today
- inflation continues to conplicate |ong-term debt.

For many of the countries in the forner Soviet Union, few apparent
restrictions have been placed on | ocal governments in the contracting of |oans
and i ssuance of bonds, other than general financial regulations. However, in
order for local governnments to nake use of debt, there nust exist a financial
sector with the capital and the willingness to lend to |ocal governments, or a
capital market (donestic or international) ready to invest in bonds. Only
the largest cities are reasonabl e candidates to borrow on the internationa
markets. Smaller cities will have to rely on donestic sources of credit.

The preconditions for the domestic credit markets are already being
established in many countries. These devel opnents include the creation of
Central Banks, the separation of state-owned banks fromthe Central Banks,
establ i shnment of viabl e banking practices and procedures, recapitalization of
t he state-owned and privatized banks, and reduction of non-performng | oan
portfolios. The rapidity with which banks can inprove their financial
position will depend to a great extent on the pace of overall economc
restructuring, as the non-performng loan portfolios are largely due to the
bankruptcy of many of the |arge state-owned industrial enterprises.

In addition to restructuring of the existing banks, nodernization of the
banki ng and financial sector includes the establishnent of private banks, the
creation of capital markets and exchanges (i.e., stock, options, over-the-
counter). As these new entities affirmtheir position in the financial
sector, they may eventual |y broaden the access of |ocal governnents to

i nvestnent capital.

Nevert hel ess, in the short to nediumterm the establishment of a nore viable

banki ng sector does not autonatically ensure that | ocal governments will have
access to funds for financing city and public utility infrastructure. The
banks will need to faniliarize thenselves with the newy created | oca

governments, understand their budgetary bases and financial condition and
evaluate the risks of lending. This process may be difficult as the types of
resources and the nmeans of sharing fiscal revenues between Central Governnent
and | ocal governnents have not yet stabilized in all the countries.

Financing city infrastructure is not necessarily a priority either of the
Central Governnent or of the banks. Available funds in the financial sector
have since 1989-90 served primarily to finance the Central Governnents budget
deficits (except for the Czech Republic) and second to financially prop up
state-owned enterprises and to support new private-sector enterprises. A
third destination of available funds will increasingly go towards to
househol ds, particularly to finance housing. Thus, in the attenpt to raise
funds to finance investnent, |ocal governnents nust conpete with other sectors
of the econony.

Looki ng at current experience in Eastern Europe and the fornmer Soviet Union,
there are four main types of credit available to city governnents today:
1. Short or mediumterm| oans at market rates from conmercial banks;

2. Mediumterm | oans at market rates from speci al purpose nunicipa
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banks;

3. Mediumterm | oans at subsidized rates from State Environment a
Funds; and

4. Local governnent bonds for short and nmedi umterm peri ods.

Most of the borrowi ng that has taken place so far in Eastern Europe has fallen
into the first and the third categories. There is very little borrowing from
speci al purpose nuni ci pal banks and very little use of nunicipal bonds.

Overall, the nost extensive use of credit is made by city governnments in
Eastern Europe and that usually does not ampbunt to nore than 5% of total |oca
revenues (see Table 1).

Tabl e 1: Cty Investnment and Credit Financing in Each of the Four Countries
Czech Hungary Pol and Sl ovak
Republic Republic
I nvestment as 35 percent 18 percent 25 percent 20 percent
% of total (1993) (1992) (1993) (1993
expend. esti mat e)
Borrowing as 6.6 percent 10 to 15 3 percent 30 percent
% of total (1993) per cent (1993) (1993
i nvest ment . ( MOF esti mat e)
estimate, in
general)

Source: Urban Institute, 1994

The Czech and Sl ovak Republics have made the greatest use of bonds in Eastern
Europe with one major issue on the international capital market for the city
of Prague and several smaller issues for other cities on the donestic market.
The city of Prague issued a US$ 250 mllion bond directly on the London market
inearly 1994 wth a 5 year termand a 7.75 % annual interest rate. The
smal l er city bond issues in the Czech Republic have been for 5 to 7 years in
termand carried fixed interest rates of between 14.25% and 18%

Russi a has a sonewhat devel oped bond system nmminly as the result of federa
government issues on the donestic market. City and provincial governments are
racing into the Russian market now with bond issues as a neans of covering
annual budget deficits. These deficits are caused by the decline in the |ocal
share of regul ating revenues shared with higher |evels of governnent (the VAT,
personal inconme tax and corporate incone tax.) Such debt is, in effect,
borrowing fromthe future to neet the desperate financial needs of the
present.

Some Russian cities are also trying to pledge city assets to back the bonds,
much as the Slovak cities do to secure bank | oans. Mscow City Governnent is
proposing to issue a "convertible" bond which can be redeemed as shares in
city owned enterprises. There are many other instances where city governments
are using city property as collateral for bank |oans but the proposed approach
by Moscow City Governnent is very creative. Unfortunately, it is also risky
for several reasons:
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1. The funds will be used to cover operating deficits in the city
annual budget. This nmeans that the schene is really a neans of
converting long termassets of the city into current expenditures
rather than building up the capital base (infrastructure) of the
city. This is not prudent public finance policy - once the asset
base has been sold off, howw Il operating deficits be covered in
the future?

2. By using the bond proceeds to covering the operating deficit, the
city will not generate sufficient cash flow from operating revenues
to cover debt service on the bonds. This neans that the repaynent
will have to cone fromthe enterprises being held as collateral -
i.e., net revenues fromthose enterprises, rather than being
reinvested within the enterprises, will be used to service the bond
debt. This will alnost certainly result in a decline in productivity
of those enterprises and a drop in their market val ue since the
capital stock of those enterprises is being used up and not

repl aced.

3. It is difficult to protect the rights of bondhol ders under the
proposed schenme. As noted in the precedi ng paragraph, it is highly
likely that the city will not be able to service the debt from
operating revenues and that the value of the assets will be run down

to generate cash. Although the schene seeks to protect the investors
by maki ng bond conversion at the option of the investor, this cannot
be guaranteed - indeed, as noted above, it is likely that bond
holders will be forced to accept shares in lieu of repaynent.

A sinpler approach would be to privatize the city-owned conpani es and
properties, and use the proceeds of the assets sale to capitalize an
investment fund for city infrastructure. The fund could operate as a straight
revol ving fund, using only the capital contributed fromthe privatization
Alternatively, the fund m ght be able to | everage its capital by issuing bonds
backed by that capital® The advantage of this approach over the proposed
converti ble bond issue is that the value of assets that woul d have to pl edged
or liquidated should be smaller. That is, under the convertible bond issue
approach, the value of assets pledged will likely be much greater than one to
one and could be as high as 2 or 3 to one. The alternative revolving fund
woul d be capitalized to the anount of the asset sale, or one to one. If any

| everagi ng were applied, then the ratio of funds avail able would be greater
than one to one. The revolving nodel is also fairly sinple to adm nister and
avoi ds, for the nost part, the institutional conplexities of the convertible
bond i ssue.

B. How to Develop a Credit System
Over the next decade, sone formof local credit structure will have to be

established in every country of the former Soviet Union. These new structures
nmust address both sides of the credit system the users (borrowers) and the

This is the structure utilized by many of the State
Revol ving Funds in the USA which | everage state and Federal grant
funds by issuing bonds in the private capital markets. Such | everage
produces up to 3 tinmes the anount of the initial capital which is held
in reserve accounts to back the bonds.

75



suppliers (lenders and bondhol ders). Both sides need to be devel oped in order
to have a sound system At present, the suppliers of credit are not well
organi zed to serve |l ocal governnents. Furthernore, nost |ocal governnents are
not ready to be good borrowers.

Devel opi ng the Supply of Local Credit
Local credit systens can develop along 2 lines with sone variations in each:

1. Loans to |local governments through the banking sector or a specialized
institution; and

2. Issuing bonds on the private capital markets.

Borrowi ng directly by issuing bonds has several advantages for cities:

« |If the local governnment or enterprise is perceived as a good credit risk
-- is perceived as a good investment -- it can be the | east expensive
formof credit in that it avoids sone internediary charges, although
ot her costs associated with bond issuance could offset this advantage
(see di sadvant ages bel ow);

e In a well-devel oped capital market, the issuing |ocal governnment has
access to funds froma broad and deep pool of savers/investors, making
it nmore likely that the issuing | ocal governnent can choose the timnng
of the issue without regard to the particular portfolio investnent needs
of specific lenders; i.e., the issuing |local governnment is not as
dependent on a snall subset of potential |enders/investors;

There al so can be several disadvantages to |ocal governnments trying to
i ssue bonds.

If the local issuing government is not perceived as a good credit risk, a
common constraint to | ocal governnents who have never borrowed before, the
| ocal governnent probably cannot get a loan or sell their bonds, or nmay be
only a?le to attract investors at a premumwell above conmercial borrow ng
rates;

If the capital narket is not both broad and deep, a sufficient pool of
i nvestnent capital is unlikely to be available for the large, |ong-term
financing requirenments of major infrastructure projects.

A typical local governnment bond issue includes several costs or fees to the
borrower besides the narket rate of interest the issuer can obtain;

If an underwriter is engaged, they will charge a fee usually as 50 to 100
basis points (one-half to one percent) on the issue;

| ndependent bond attorneys typically nust be engaged, for a fee, to give a
| egal opinion on the statutory or constitutional authority of the issuing

This is the counterpart to the advantage central governments have in access to credit in that they often, except in
the case of a severely indebted country, are perceived as a better credit risk and therefore have access to better
comerci al terms.
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| ocal institution to incur debt;
Bond i nsurance may be a cost, usually priced at 30 to 40 basis points;?

The devel opnent of city bond systenms is not well devel oped throughout the
fornmer Soviet bloc, owing maiinly to | ack of devel opment in the private capital
markets within the region. Wile bonds may be issued directly on the

i nternational capital market, that requires repaynent in foreign currency and
a great deal of confidence on the part of bond buyers. So far, only the Prague
bond i ssue has been floated on the international capital market.

The ability to issue long-termbonds to finance capital projects in the
present nonetary and fiscal situation is restricted by conditions outside the
control of local governments. The high inflation rate which translates into
even higher interest rates, the shortage of long-termcapital funds in the
mar ket place, and the inability to charge fees for utility services in order
to recover operating and finance costs nake it nost difficult at present to

i ssue a substantial amount of city bonds. Hopefully, these inhibiting
circunstances will change as the nonetary position stabilizes and a market
econony takes hold, which will reduce interest rates and nake | onger-term
capital avail abl e.

C Devel oping the City s Capacity to Borrow

While nost city governnments nay not have the ability to borrow today, they
shoul d start laying the foundation for sound debt nanagenent. The main
objective is to establish creditworthiness - to denonstrate to potenti al

| enders and bond buyers that the city governnent can nanage its finances and
can generate the income needed to repay any debt incurred.

The main criterion in the eyes of |enders and investors is not the strength of
the econony or the quality of the projects to be financed (although these are
important) - the nmain criteria is the confidence that the borrower can and
will repay the debt. Many small towns in the USAwith Iimted econom c bases
have denonstrated credi tworthi ness and therefore have ready access to credit
at the |l owest rates possible. Conversely, nany large USA cities have poor
credit histories and have to pay nuch higher rates to i ssue bonds.

I n approaching the question of city debt capacity, both the borrowers and

| enders nust be concerned with the source(s) of repaynent and security to back
the debt. There are four types of security which cities have to cover their
bor r ow ng:

Revenues from projects financed with the | oan
CGeneral fund revenues of the city;

Tangi bl e assets purchased with the | oan; and
Central governnment transfers to the city.

Three of these are future-revenue itens; one is a tangible-assets item This
underscores the fact that cities normally do not have physical assets which
can be used as collateral for loans. Many city assets, such as water systens,
woul d have no buyers if they could be sold. Sone sal eabl e assets, such as

This could be listed as an advantage as well as a disadvantage. For a city with a low credit rating, the cost of bond
insurance, which gives the city access to credit at the |owest commercial cost, is likely to be nore than offset by the interest
savings. For a city with a very good credit rating, bond insurance does not yield any benefit.
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city land, may be prohibited frombeing sold by statute. Only in the case
where the loan is used to purchase physical assets (land, buildings, vehicles)
is there much chance that the assets can be used to secure the | oan.

The other three types of security are future revenue expectations. Future
revenue expectations fromrevenue producing projects are risky for several
reasons:

The project may not start producing revenue on schedule if there are
construction del ays;

The gross revenues may not be as large as projected if the custoners
of the project do not participate as expect ed;

The operating expenditures nmay be higher than anticipated, |owering the
net revenues.

Because of the risk of assuming a revenue flow froma single revenue-producing
project, many | enders want | oans secured with both project revenues and
general fund revenues. |In this case, the key to debt-capacity analysis is the
ability to project future general fund revenues. Furthernore, since city
governnments have fixed expenditure obligations (current operating expenditures
made up | argely of personnel costs), we nust be concerned with, not total
revenues of the city but rather with net revenues - i.e., those revenues that
are available after the fixed expenditures of the |ocal governnments are net.

Proj ecting general fund net revenues requires the ability to project both
revenue and expenditures of the local government. The main concernis to
determ ne how nuch can be devoted to future debt service.

A problemwi th using sinple projections is that expenditures tend to follow
revenues. That is, city governnments tend to adjust their current expenditures
to match current revenues avail able. Therefore, projecting future net revenue
on the basis of past perfornmance will often show no net revenue available in
the projections. One way around this problemis to base future expenditure
projections not on past trends but rather on different assunptions about
future growth. For exanple, the borrower could agree to keep current
expenditures to a set percentage of the total revenue growth

In addition to examining future revenues as «collateral for city |oans, we
nmust al so | ook to intergovernnental grants and shared taxes. Al though many
central governnents could use such transfers as collateral for city loans, it
appears that few actively use this option. Jordan has gone the farthest in
this regard by having the | ending agency (the Cties and Vill ages Devel opnent
Bank) actually handl e the central governnent transfers, taking out the |oan
paynents before the bal ance of the transfer is passed on to each | ocal
governnment. This approach provides nmaxi num security to the | ender, assumn ng
that the amobunt of the transfers is greater than the debt service.

Such a system works well only when the allocation of central government grants
is relatively predictable and there is a direct |inkage between the | oan fund
and the grant distribution. Such a |linkage presents problens of a new sort.

If the grant system and |oan fund are seen as one and the sanme, then city
officials are apt to view the |loan fund as another formof free noney and
not take seriously the obligation to repay.

Ri sk versus Return

I nvestors buy, hold, and sell nunicipal bonds and ot her investnents in order
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to earn returns on them Investors want to earn returns as high as possible
but this objective nust be wei ghed agai nst constraints, prinmarily risk. There
are many different types of risk to be considered but all involve the chance
that the actual return on an investnent will be | ess than the expected return
Anmong key risks are the follow ng:

- interest rate (market) risk: risk that the actual return on a bond wl|
be less than anticipated due to changes in the overall |evel of interest
rates

- inflation risk: the risk that the purchasing power of invested currency
will decline

- credit risk: risk that the credit quality of the issuer will fal

- call risk: a risk associated with bond issues that have early redenption
provi si ons

- liquidity risk: the risk that secondary nmarkets do not permt sale
rapidly and without significant price concession

- political risk: the risk of political changes that jeopardize the
ability of the borrower to pay.

It is inmportant to renenber that risk and return go together. An investor
seeking high returns is willing to incur higher risk and vice-versa. This
means that a certain rate of return is required to induce an investor to
purchase a given security. The bond of a Russian city nay be seen as carrying
significant risk and investors nmay seek a premiumto conpensate themfor the
risk assuned. Utinmately, the interest rate that a city nust pay on its bonds
to attract investors is a function of the marketplace. Like the price of
other things, the price of noney is controlled by the principles of supply and
denmand.

In the U S., nost nunicipal bonds are rated by one of several rating agencies,
whi ch exani ne both the project to be financed and the debt managenent capacity
of the local government. The rating is basically a score that represents the
i kelihood that the | ocal government will repay the debt on schedule. The
rating | inportant bevause it determnes the interest rate that the issuer
will have to pay. In other words, it is a reflection of risk.

Anal ysis of Debt Capacity

The precedi ng di scussion | eads one to ask how to deternine the debt-carrying
capacity of a city. In many countries, there is a ceiling placed on the
amount of debt a |ocal government may carry. |In addition to legal limtation
however, there are sone techniques for assessing how nuch debt a | oca
government can reasonably handl e.

First, we should enphasize that there are no hard rules for establishing a
precise debt |imt. This analysis requires a considerable anmount of judgnent,
i nformed by rigorous analysis of key data.

I n exam ni ng debt-carrying capacity of |ocal governnent, we are purposefully
avoiding the nore traditional financial analysis neasures of debt-to-equity
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conpari sons. W find that such neasures are fraught w th nmeasurenent probl ens
and do not address the real issue. The real issue is that |ocal governnent
must generates revenues fromtaxing authority or other revenue sources, not
from physi cal assets of the |ocal governnment, to repay the |oan

The anal ysis of debt-carrying capacity requires that we put together severa

types of analyses. First, we need to examine the way in which the debt will be
used. If it is for a capital investnent, we need to know
- What are the expected operation and nai ntenance costs in future
years?
- What is the anmount of debt paynment? When will repaynment begin and

for how many years?

- WIIl the investnent generate any revenues? How nuch can be
expected annual ly and when will the revenue fl ow begin?

- Howw Il inflation affect these estinates?

Answers to these questions will enable us to adjust revenue and expenditure
projections in the future to account for the financial inpact of the specific
investnent. |If the investment produces revenues as well as expenditures, we
are concerned with the NET inpact -- i.e., the difference between costs and
revenues of the investnent project.

The other side of the coin is the capacity of the | ocal governnent to dea
with the inpact of the debt. To exami ne this question, we need to performa
financi al bal ance anal ysis where the ranges of alternative revenue and
expendi ture projections were analyzed. W are particularly interested in two

aspect s:

1. The anmount that |ocal revenues will have to be increased
to cover the net costs of the investnent (debt paynent
pl us O&M costs | ess revenues generat ed)

2. Assum ng sone potential for raising |local revenues in

general, how much of the estinmated revenue potential woul d
be consuned by the net cost of the investnent.

We are concerned here with the year-to-year inpact on financial balance (often
referred to as cash flow inpact), not just the total inpact over the life of

t he debt/investnent. A hypothetical investnment is shown in the table bel ow
The expected costs and revenues generated by the investnent are |isted.

The table shows, first of all, projected |ocal revenues using a sinple trend
line projection based on the historic data. The table also shows the costs
and revenues of the investnment as well as the net costs for each year.

The table al so shows the percentage that the projected |ocal revenues would
have to be increased in each of the four years to cover the net costs of the
i nvestnent. W note that this percentage is quite large, particularly since
it represents an amount_in addition to an underlying rate of growh in
revenues of about 13 percent a year (the growth rate calculate in our trend
line projection).

The tabl e al so shows the additional revenue that we estimate could be
collected if the city inproved its revenue coll ections. The reader should
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keep in mnd that the revenue potential target used is fairly conservative,
assunming that only half of the conputed revenue potential will be achieved
over a four-year period.

The tabl e shows the cunul ative revenue potential and the cumul ative net costs
of the investnent. Conparing the two, we see that if will take three years of
nmeeting the revenue increase targets before the cunul ative net costs of the

i nvestnent are matched. This nmeans that it would be three years before the
costs of the investnment can be offset by inproved revenue coll ections.

Local officials can use this type of information in several ways. First,
officials can use the analysis to weight the burden of the proposed

i nvestnent. The analysis indicates that the investnent will consune virtually
all of the revenue increases that the city could expect to achieve over the
first three years of a concerted drive to inprove collections. The question
to the city officials is, do they want to commit all of their potential
revenue i nprovenents to that single investnent?

Second, the net costs of the investnment will throw the city into a budget

deficit unless revenues increase substantially, i.e., at a rate considerably
above the already projected 13 percent per year. The analysis shows that
| ocal revenues will have to rise fromthe projected baseline about 20 percent

in the first year, 26 percent in the second, and 10 percent in subsequent
years. Even though the potential for revenue increases appears to be
substantial, the fact is that these increases are speculative at this point.
The local officials cannot be certain that such inprovenents can be realized.
Do they want to take such a risk on an untested assunption?
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| mpact of Investnent on
Local Revenues

1982 1983 1984 1985
A. Local Revenue Baseline
Proj ection 263, 959 277,157 291, 015 305, 566
I nvest nent | npact
B. Costs: Loan paynent and
nmai nt enance 50, 000 100, 000 100, 000 100, 000
C. Revenues generat ed 0. 00 30, 000 70, 000 70, 000
D. Net cost (B-O -50, 000 -70, 000 - 30, 000 - 30, 000
E. Net costs as percentage of 18. 9% 25. 3% 10. 3% 9. 8%
| ocal revenue (D A)
F. Additional revenues that
could be collected as a result
of inproved collection. 27,085 61, 439 95, 793 130, 147
G Cunul ative net cost of - 50, 000 -120, 000 - 150, 000 - 180, 000
investment (fromline D
H. Cunul ative additiona
revenues fromrevenue potenti al 27,085 88, 524 184, 317 314, 464

Third, even with great inprovenent in revenue collection, it is clear that the proposed | oan repaynment
schedul e woul d | eave the city with a budget deficit in the first two years. This suggests that the | ocal
officials may want to negotiate | ower |oan paynments at the outset, or a several years grace period

Finally, the local officials nay wish to reconsider the size of the investnent. The net costs are quite
hi gh because revenues generated by the investment will not recover the recurrent costs. The city may wi sh
to reduce the net costs by reducing the size of the investnent or by increasing the revenues generated by
the investnent.

For exanple, if the investnent is to generate user charges, such as a water systemor city nmarket, the rate
structure may need to be revised. Indeed, the |local officials may use the infornation in our analysis to
set a ceiling anpbunt for the size of deficit to be subsidized by public finds. For exanple, they nay decide
that the subsidy amount for the particular investnment should not exceed 30 percent of the potential revenue
increase; the rest would have to be recovered fromuser charges

From t he standpoi nt of the | ending agency, the analysis raises several questions as well. First, the |ender
must be concerned that the debt service requirements represent such a burden on |ocal revenues. Gven the
city s relatively poor performance in the past, this should raise serious doubts about the chances for
repaynent. |Indeed, as the local officials muy adopt a ceiling on the subsidy to be provided, the |ending
agency may wish to set its won limtations as well.

Second, since the ability to repay the loan is predicated on substantial revenue increases, the |ending
agency may want to see proof that the | ocal governnment can indeed raise nore revenue. This suggest that the
| endi ng agency may want to defer the loan for one year while it sees if the city can inprove its revenue
performance in line with it targets. This deferral would have two attributes: (1) it would give the city
time to denonstrate inprovenent in revenue generation an (2) it would allow the city to generate a surplus
that could be used to decrease the anount borrowed for the investnent.
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V.
A

Preparation for |ssuing Revenue Bonds
Steps in Preparation For |Issuance of a Minicipal Bond
Identify the objectives and uses of the bond issue
Revenue bond financing is used primarily to fund specific capital
investnments in infrastructure and servi ces whose devel opnent requires
| arger suns of noney than can be budgeted out of current revenues.

Key questi ons:

1. What are specific infrastructure segnents that need to be
financed?

2 How does the planned investnent fit with strategic and ot her
pl ans?

3. What engi neering studies and anal yses are required to verify
project feasibility?

4 Have financing alternatives been considered?

Conduct prelimnary financial and technical analysis

Fi nanci al and technical analysis is an integral part of capital

i nvestnment planning and is a necessary step in the process of
determning fiscal inpacts and the financial feasibility of specific
proj ect s.

Key questi ons:

1. What are costs and benefits of proposed projects/investnents?

2. Can the projects produce sufficient revenues on which
financing can be structured?

3. |s the project technically feasible within the planned

i nvest nent paraneters?

Identify potential repaynent sources and conduct credit (cash
flow) anal ysis

The strength and reliability of the source of repaynent are the
primary criteria in appraising the credit risk of a revenue bond.

Key questi ons:

1 How wi || bond financing affect the general budget?

2. What is the projected debt coverage ratio?

3. Are tariff levels sufficient to support carrying the debt to
be incurred?

4 What are credit analysis findings regarding the vitality of
the issuer’s econom c base, potential revenue sources, and
debt structure?
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4.

Verify project fit with strategic plans

Strategi c and conprehensive planni ng shoul d provide the framework for
considering any major investment initiative. On the basis of the
anal yses above, a careful review of the project should be nade to
make a final decision to go ahead.

Key questi ons:

1. Is the project consistent with the issuer’s m ssion and
strategi c objectives?

2. | s there strong managenent and, if necessary, political
commtnment to the project and nethod of financing?

3. VWhat are potential risks or opportunity costs of the project

in light of other planning objectives?

Def i ne managenent and organi zati onal arrangenents to conpl ete bond
of fering

The dual tasks of managi ng project start-up and the revenue bond
offering will require clear managenent and organi zati onal
arrangenents to assure the | eadership and authority to see these
initiatives through to successful conpletion.

Key questi ons:

1. What will be the managenent structure for the project? For
t he bond offering?

2 What decision authority will be del egated to these managers?

3 Wio will be the overall coordinator of bond issue
i npl enent ati on?

4. How wi Il the formal resolution of the issuer admnistration to
i ssue bonds be franed and enact ed?

5 What ordi nances and approvals are required?

Perform pre-marketing activities

Several pre-marketing activities can begin at this point. These

i ncl ude assenbling needed information for the future prospectus,
defining underwiting and ot her agency agreenent needs (trustee,
regi strar, guarantor, etc.), and considering the donestic investnent
mar ket .

Key questi ons:

1 Who are the target investors or institutions?

2. What prospectus information needs to be assenbl ed?

3. WI1l underwiter selection be conpeted or negotiated? What
are the criteria for selection?

4 What advi sory and ot her agency services will be required (e.g.
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7.

9.

bond counsel, insurer, financial service providers, etc.)?
5. WIl a rating agency be involved? If so, what presentations
are required?

Anal yze financial markets

Wth the utilization of revenue bond financing established as an
effective financial mechanism the next step is to review and assess
current econom c conditions to determ ne whether or not revenue bonds
can be marketed successfully and what provisions in terns of
maturities, interest rates, and security will be required to attract
buyers.

Key questi ons:

1. Is there a demand for bonds (individuals, enterprises,
financial institutions)?

What are conparative interest rates?

What is the availability of |long-termcapital?

What are credit guarantee requirenents?

PN

Finalize bond design, structure, ternms, and conditions and
concl ude Bond Agency agreenents

The design of specific bond issues is determ ned by the objectives
and uses the issuer desires to achieve but is constrained by what the
i nvestment market will finance and the terns it requires. In

desi gning, inplenenting, marketing, and adm nistering the bond issue,
the issuer will need to seek advisory and adm nistrative services
over and above normal staff functions. There also are functions
whose performance requires an i ndependent party in order to protect
bot h t he bondhol der and issuer.

Key questi ons:

1. How | arge is the issue and can this | evel of financing be
confortably serviced?

VWhat will be the interest rate?

VWhat will be the maturity and anortization schedul e?

VWhat is the bond form denom nation, interest coupon period,
annual maturities, call features, etc.?

What bond security will be provided (specification of revenue
source(s) to be pledged, indenture agreenent that pledges

t hese revenues and sets up a reserve account)?

What sources of funds will be used for repaynent?

VWhat are the stipulations, ternms, and conditions?

What guarantees will be provided?

VWhat fees will be levied for services?

Aol A

©ON

Finalize marketing program
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10.

Bef ore a bond i ssue can succeed, the concept of revenue bonds nust
introduced and it will be necessary to convince the public (or
institutional investors managi ng their resources) that these
financial instrunments are safe and that they offer an attractive

i nvest ment opportunity.

Key questi ons:

1. Who are the target investors and institutions?

2. How wi || the bond i ssue be announced?

3. How wi || the bond issue be adverti sed and pronoted?
4 How wi || buyers be attracted?

| ssue the prospectus and sell the bonds

The prospectus is the official statement fromthe issuer which

contains the informati on the prospective buyer requires in order to

make an i nformed decision to purchase a specific bond.

Key questi ons:

1. Who will prepare the final prospectus (disclosure docunent)?
2. How wi || final bond pricing be determ ned?
3. How wi || actual bond sal e be adm ni stered?

Managenment Plan Guidelines for Utilities Preparing to |Issue
Revenue Bonds

Primary uses of the Managenent Pl an

The Managenent Plan exists primarily as a guide to managenent for
actions necessary to support and prepare for the bond offering.
However, the existence of a realistic plan also sends a nessage to
prospective investors or other external parties that the issuer is
results oriented and does i ndeed have a roadmap to its objectives.

Specifically, the managenent plan serves the follow ng primary uses:

1

4.

It enables the issuer to set and articul ate clear objectives for
the investnent project and related financing;

It provides a framework for necessary managenent deci sions and
actions to achieve those objectives;

be

It communi cates a business-1ike approach to external stakehol ders,

especially potential investors; and

It provides a basis for effective performance nmeasurenent.

Conmponents of a Managenent Pl an
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In general terms, a Managenent Plan should contain the foll ow ng
el enent s:

1. A description of the strategic planning context, particularly the
status of Capital I|nvestnent Plans;

2. A clear statenent of the objectives toward which the Managenent
Plan is directed. 1In the case of issuers preparing to issue

bonds, the objectives should enconpass key m | estones on the way
to successfully conpleting a prospectus and marketing the bonds.

3. A tinetable that reflects a critical path of necessary decisions
and actions to achi eve those objectives;

4. Cl ear delineation of who is responsible for achi evenent of
obj ectives and for specific decisions and actions; and

5. Specification of what additional information needs to be gathered
and anal yzed to support acconplishnent of the plan. 1In the case

of the bond issuance task, gathering and processing information
for presentation to investors in the prospectus is, of itself, a
maj or aspect of preparation.

6. A description of how progress will be nonitored and by whom
(performance nonitoring).

Preparati on of the Managenent Pl an

A key manager should be formally designated as Bond |Issue Coordinator in
charge of spearheading the actions necessary for a successful issue.
This manager will be not only a coordi nator of managenment pl an

i npl enentation but also a chanpion for the bond issue within the
bureaucracy. This manager shoul d have sufficient executive authority to
nove the issue forward.

At the sane tine, it is inportant to generate "ownership"” of and
commtnment to the objectives of the plan and the steps that need to be
taken to achieve them across a broad segnent of issuer staff with

rel evant responsibilities. Therefore the process of plan devel opnent
shoul d be as participatory as possible. Operating personnel, first line
supervi sors, md-|evel managers, and seni or nmanagenent all shoul d be
involved in the process.

First, all the above should understand and agree on the objectives,
including the tinetable for their achievenent. This may require various
nmeetings of staff to discuss the objectives and assure that everyone is
prepared to support them

Second, the ideas of as many staff as possible should be included in the
process of deciding how to acconplish the steps necessary to achi eve the
objectives. Oten a team approach to key tasks can help build support

and contribute to effective and tinely inplenmentation, especially if the
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t eans have been involved in the planning process.

Parts of the planning process may be del egated to particular work groups
but there should be a manager or managenent team responsible for
bringing the el enents together into a coherent and realistic overal

pl an of action.

| f external assistance is needed to conplete the plan, then these needs
shoul d be noted early and sources of support identified. There may al so
be benefit in sharing planning i deas anong issuers for review and

f eedback.

Pl anning for the bond offering should be used as an occasion to revi ew

the issuer’s mssion, strategy, and overall planning framework as well
as its organi zational capacity.
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Managenent Work Pl an

for Revenue Bond

| ssuance

Acti on Ti net abl e

Nane Bond | ssue Coordi nat or

Docunent obj ectives and uses of
bond issue (link to strategic
pl an)

Identify and engage source(s)
of financial and procedura

advi ce

Conduct project technical and
engi neering studies

Conpl ete financial analysis
(cost-benefit studies)

Conduct credit anal ysis and
identify revenue streans for
r epaynent

Confirm project feasibility and
fit with Strategic Plan

Identify prospectus information
requirenents

Assenbl e prospectus information
Anal yze financial markets
Det er mi ne bond structure,

terms, conditions, and | ega

aut hority

Sel ect and negotiate with
underwriter

Sel ect and negotiate with
guarantor (credit enhancenent)

Sel ect and contract with
financial institution to serve
as bond trustee

Identify target investors

Fi nal i ze marketing program

Fi nal i ze prospectus

Adm ni ster bond sal e

C. Creating Local Financing Proposals

Responsibility Information Req

These exercises are intended to allow the participants to put sone of

the principles they have | earned to use,

pr oposal .

by devel oping a draft financing

STEP 1: | DENTI FY THE PROPOSED | NVESTMENT.

Q Wiat capital need does your city have that you would like to

consi der for municipal bond financing?

Li st sone possibilities:
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STEP 2: | DENTI FY THE CAPI TAL NEEDS.

Q What will the proposed project(s) cost?

Q Wien will this noney be needed?

Q For howlong will the noney be needed?
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STEP 3: | DENTI FY THE REVENUE POSSI Bl LI Tl ES.

Q Were will we get the noney to repay the bonds?

Q Does this project have the potential to generate revenues?

How?

FOR REVENUE- GENERATI NG PRQJECTS:

Q How nuch can the city reasonably charge?

Q Wen will the revenue be generated?

FOR PRQAJIECTS VWH CH DO NOT GENERATE REVENUE

Q How much of its annual revenue can the city pledge to retire the

bonds?

In currency:

As a percent of total revenues:
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STEP 4: SET AN | NTEREST RATE

Q \Wio are the likely investors? W has this kind of noney to invest?
Where are they investing their noney now? Wat rate of interest are
they earning on their noney now?

Q What are the risks to | enders associated with these munici pal bonds?

Q How risky are the potential investors current investnments conpared
to these mnunici pal bonds?

Q What are the possible ways of dealing with inflation?

Q If we were to index the bonds, what index should we use?

Q What is a reasonable rate of real interest?
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STEP 5: CALCULATE THE DEBT SERVI CE
Exanple 1 ( a zero-coupon bond):

For one dol |l ar conpounded at k percent for n periods, the principal and
interest paynent at the end of n periods wll be (1+k)". For x dollars,
t he paynment will be x(1+k)".

So, if $100,000 would be borrowed for two years at 10%interest, and
then repaid at the end of two years with interest, the ampunt due at the
end of two years would be $100, 000 (1.10)% = $121, 000.

The future value interest factors (FVIF,,) for one dollar conpounded at
k percent for n periods, shown on Table 1 can be used to conpute the
paynment for other interest rates and other tine periods. A nunicipal
bond with all of the interest paid at the end is sonetines called a
"zero coupon” bond. This is because interest paynents during the life
of the bond are usually represented by a detachabl e coupon, and with no
interest payments during the life of the bond, there are no coupons.

Exanple 2 (a bond with periodic paynents):

A nore typical municipal bond has roughly even payments of principal and

interest over the |ife of the bond. To find the equal annual paynent

required to anortize a loan for x anmount, divide x by the PVIFA , shown

on Tabl e 4.

So, if $100,000 were borrowed for ten years at 10% annual interest rate:
the PVIFA , woul d be 6.14456691, rounded to 6.145, per Table 4

t he annual paynment woul d be $100, 000 divi ded by 6.1445669 =
$16, 274. 54

An anortization schedule would actually |l ook Iike that shown on the
fol |l ow ng page:
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End
of Annual
Year Paynment

(1)
1 16, 274. 54

16, 274. 54
16, 274. 54
16, 274. 54
16, 274. 54
16, 274. 54
16, 274. 54
16, 274. 54

© o0 N o o A w DN

16, 274. 54

=
o

16, 274. 54

Using the PVIFA factors shown on Tabl e 4,

Pri nci pal
start of
year

(2)

100, 000. 0
0

93, 725. 46
86, 823. 47
79, 231. 27
70, 879. 86
61, 693. 31
51, 588. 10
40, 472. 37
28, 245. 06
14, 795. 03

Paynent s

| nt er est
10% x (2)

(3)
10, 000. 00

9,372.55
8,682. 35
7,923. 13
7,087.99
6, 169. 33
5, 158. 81
4,047. 24
2,824.51
1,479. 50

Pri nci pal
end of
year

(2) - (4)

Pri nci pal

(1) - (3)
(4)
6, 274. 54

6, 901. 99
7,592.19
8,351.41
9, 186. 55
10, 105. 21
11, 115.73
12, 227. 30
13, 450. 03
14, 795. 04

t he annual

(5)

93, 725.

86, 823.
79, 231.
70, 879.
61, 693.
51, 588.
40, 472.
28, 245.
14, 795.

(0.01)

46

47
27
86
31
10
37
06
03

princi pal

and

i nterest payments (debt service) for various ternms and various interest
rates can be conput ed.

Q \Wat
coupon bond, what

is the annual

debt service for our proposed project?

If a zero

is the lunp sum paynent due at the end of the tern?
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STEP 6: WLL THE PLAN WORK?

Conpare the projected revenues fromStep 3 with the debt service
calculated in Step 6:

Q (for a project generating an annual revenue stream: Do the projected
annual revenues equal or exceed the debt service requirenents?

Q (for a project generating a lunp sumof cash in the future): Does the
proj ected revenue support the principal and interest paynent required?

Q (for both): If not, what adjustnents can be nade?

Q \Wat happens if the market interest rate turns out to be higher than
expected? How nmuch hi gher could the rate be?

Q What if the revenue streamis slower than expected? How much room
for variability is there in our revenue projections?

Q What if the noney needs to be borrowed for a | onger termthan
originally anticipated? How nuch |onger could the termof the bonds be?
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STEP 7: MARKETI NG THE BONDS

Q Howw Il we sell the bonds?

Q Through whont?

Q To whont?

Q WII the city hire one or nore |ocal banks to help us market the
issue? WII these banks be willing to buy a portion of the issue on
their own account?

Q What experts do we need to hire?

Q Is conpetition desirable? |If so, what kind of conpetition, and at
what points?
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